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The Statement of Accounts of Holding Companies 


By Herpert C. FREEMAN, C. P.A. 


The ownership by one corporation of the stocks or securities 
of another corporation is a very common incident of modern 
business. Such ownership may, broadly speaking, be of three 
kinds: 

(a) Incidental ownership, for purposes of investment of 
surplus funds; as a matter of trade policy; or, as 
not infrequently happens, as the result of the ac- 
ceptance of securities in settlement or part payment of 
an account receivable. Securities so held are usually 
of the nature of ordinary current assets. 

(b) Ownership by an investment corporation, by a bank or 
trust company, or by a corporation formed to deal 
or speculate in securities. In such cases the securi- 
ties are almost of the nature of stock-in-trade. 

(c) Ownership which gives one company the control of an- 
other, so that in effect the company owning the securi- 
ties is operating through the medium of the second. 
The control may be through the ownership of all the 
stocks and securities outstanding of the second com- 
pany, or by ownership in lesser degree, down to the 
holding of a bare majority of that class of stock, 
out of several classes outstanding, which votes for 
the election of directors and the determination of the 
policy of the company. 

An investment in such securities is, generally 
speaking, almost of the nature of a fixed asset. 
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The possessor company in this case is known 
as a holding company and the company controlled 
as a subsidiary company. 

The statement that the investment of a holding company 
in the securities of a subsidiary company is almost of the nature 
of a fixed asset may perhaps be challenged. As a practical mat- 
ter, however, the very fact of such a concentration of the con- 
trol of a company gives rise to this condition. The business, or 
part of the business, for which the holding company exists is 
to own and control the subsidiary company and operate through 
it. Further, the sale of such controlling interest must almost 
necessarily be made en bloc, for the reason that to retain a large 
holding without retaining control might be disastrous, while to 
attempt to sell so large a holding through the regular market 
channels at one time would demoralize the market—if, indeed, 
any free market existed in securities which had once been so 
concentrated. 

It is not intended in this paper to offer any defence of the 
holding company, further than to say that in these times the 
seeming need of a defence for a practice does not necessarily 
imply more than that the practice is open to abuse in the same 
manner as, for example, political power or any other human 
activity. 

With regard to the manner in which the accounts of holding 
companies should be stated, however, there is room for so much 
difference of opinion that discussion of the subject among ac- 
countants may with advantage be had with the object of estab- 
lishing general principles which, while they may not be invariably 
enforceable, may at least serve as a standard to which account- 
ants should endeavor to hold their clients. 

Among the questions to be settled, the most important ap- 
pear to be: 

1. Is it good practice to present the accounts of a holding 
company independently, without incorporating in them 
in any way the accounts of the subsidiary company or 
companies ? 

2. Is it legally defensible, and if so is it good accountancy 
practice, to introduce into the accounts of a holding 
company any so-called equity in the earnings of sub- 
sidiary companies? 
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3. Is it necessary to present individual accounts of each sub- 
sidiary ? 

4. Is it good practice to consolidate the accounts of holding 
companies and subsidiaries? 

5. If the accounts are consolidated what amount of detail is 
necessary or advisable with regard to: 

(a) The consolidated property account, particularly 
with reference to the difference which may 
exist between the cost and the par value of 
securities of subsidiaries owned? 

(b) Inter-company accounts? 

(c) The composition of the surplus account, with par- 
ticular reference to surplus of subsidiary com- 
panies at the date of acquisition by the holding 
company, and to rights of minority stockhold- 
ers in the surplus of subsidiary companies ? 

These points accordingly will be discussed in more or less 
detail. The question of inter-company trading, which introduces 
difficulties with regard to capital expenditure and the valuation 
of inventories, will also be considered briefly in the latter part 
of this paper. 


1. ACCOUNTS OF HOLDING COMPANY, qua se. 

It must be admitted that from the technical point of view 
no objection can be raised to the publication of accounts dealing 
solely with the affairs of a holding company, without the incor- 
poration in such accounts of any details of the operations or of 
the financial position of the subsidiaries. Such a treatment of the 
accounts is based upon the legal status of the holding company as 
a separate and distinct corporation. It fails, however, to recognize 
the practical nature of the relationship existing between the 
holding company and the subsidiaries. 


Under this method, the securities of the subsidiaries are 
carried as investments; advances to the subsidiaries are shown 
as accounts receivable; dividends received and interest received 
or accrued from the subsidiaries are treated as income; and, in 
short, the accounts presented are those of the holding company 
as a distinct entity, as shown by the books of that company. 

This treatment of the accounts is undoubtedly justified on 
legal and technical grounds. It is, however, a method which 
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is open to criticism from the viewpoint of the investor and lends 
itself to abuse at the hands of an unscrupulous management. 
If the matter be analyzed, however, it will be apparent that the 
only form of abuse or manipulation as to which the accountant’s 
hands would be to some extent tied in dealing with accounts 
prepared in this manner lies in the possibility of the equalization 
of earnings of the holding company by the building up in good 
years of an undisclosed surplus in the subsidiary company, to be 
drawn upon in lean years. This is a practice in which the line 
between conservatism and manipulation may be so difficult to 
draw that it presents a real difficulty, in which unfortunately the 
accountant is not supported either by law or by custom. 

It will, however, be shown that other forms of manipulation 
are not only capable of being checked by the accountant, but 
call imperatively for action, in which he will undoubtedly be 
sustained by the principles of law. 

Let the case of a holding company with a subsidiary which 
is operating at a loss be considered. Is it not apparent that the 
asset or assets representing this investment require to be investi- 
gated as to value for balance sheet purposes in the same manner 
as other assets? To assume that the information upon which to 
base such a valuation is a sealed book and not to be rendered 
available to the accountant in preparing the balance sheet of the 
holding company is not logical, nor would such an assumption 
avail as a defence were the accuracy of the accounts called into 
question. 

It is admitted that accounts of holding companies are fre- 
quently published which entirely ignore the status of subsidiaries. 
Two of the cases falling within the experience of the writer may 
be quoted. In one instance a railroad company owning the entire 
capital stock of a company operating a line of steamers on the 
Great Lakes, and obliged to make heavy advances to the sub- 
sidiary in order to make good the depletion of assets caused by 
operating losses incurred by that company, continued for several 
years to carry both investment and advances in its balance sheet 
at face value. 

In another instance, a large mining and smelting corpora- 
tion, which controlled a majority of the stock of a mining cor- 
poration which was steadily losing money, failed to bring into 
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consideration in stating its own profit and loss account any pro- 
portion of the loss of the subsidiary company. 

In the first case cited, the books of the companies were kept 
in different offices, but the lake transportation company was neces- 
sarily entirely under the control of the railroad company, and its 
losses resulted in a large measure from the proportion in which 
inter-company freight earnings were divided. The accounts in 
this case were not regularly audited. In the second case men- 
tioned, the accounts of the two companies were kept in the same 
office, and were certified by the same auditors. The losses of the 
subsidiary company were incurred in the mining of ore sold to 
the holding company. The accounts were not closed upon the 
same date nor were they published simultaneously, however. 

It surely will not be contended that in either of these cases 
the fact of the failure to consolidate the accounts of the sub- 
sidiary company with those of the holding company was the only 
cause for the falsity of the accounts of the holding company 
which were issued to the stockholders and the public. To the ex- 
tent to which the subsidiary company’s assets had been depleted 
by losses in operation, the investment of the holding company 
in the securities of the subsidiary company had been depreciated, 
and this fact should have been reflected in the accounts of the 
holding company. 

A question might arise as to whether this depreciation of 
the investment should necessarily be applied against the value of 
the investment as such or as a reserve against the advances, if 
any, by the holding company to the subsidiary company. This 
consideration, however, is closely related to a further point, which 
will now be discussed. 

In the case of many subsidiary companies, particularly those 
in which the entire stock is owned by the holding company, 
the company frequently is incorporated for a comparatively 
nominal amount, leaving the additional capital actually required 
for the enterprise to be furnished in the form of loans by the 
holding company. It is, as a general rule, not intended that the 
subsidiary company shall seek credit to any material extent, and 
consequently the ratio of current assets to current liabilities is 
not a matter of importance. On the other hand, any borrowing 
which is done by the holding company is possibly facilitated by 
the fact that ownership of the subsidiary company is shown 
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rather in the form of loans, which are treated as current assets, 
than in the form of investments, which are perhaps somewhat 
more critically regarded by lenders. 

The question accordingly arises: Does the balance sheet of 
a holding company, as such, present a true statement of the posi- 
tion of the company if advances to subsidiaries are carried as 
current assets, regardless of the assets by which such advances 
are represented in the accounts of the latter companies? It 
would appear that, in the absence of any statement published 
simultaneously with the accounts of the holding company, which 
would in effect enable a lender or an investor to determine the 
actual position for himself, it is the duty of the accountant in pre- 
paring the balance sheet of a holding company to divide the 
item of advances to subsidiaries in such a way as to indicate the 
extent to which such advances could be liquidated out of the 
current assets of the subsidiaries and the extent to which such 
advances must necessarily be regarded as fixed capital of the 
subsidiaries. 

To state this in actual figures, let it be assumed that a hold- 
ing company has advanced to a subsidiary company as a loan 
the sum of $500,000. The accounts of the subsidiary company 
show that it has current assets of $750,000 and current liabili- 
ties, including the advance by the holding company, of $1,000,- 
ooo. In this case it would appear that the advance by the hold- 
ing company should be shown in the balance sheet of that com- 
pany in two amounts of $250,000 each, the one described as an 
advance to the subsidiary company represented by fixed assets 
and the other as an advance to the subsidiary company repre- 
sented by current assets. 

If, therefore, the accounts of the subsidiary company show 
a deficit and the depletion of current assets resulting therefrom 
necessitates advances by the holding company, the same test 
will serve to determine whether the depreciation of the invest- 
ment is to be deducted from the investment account or from the 
advance account. If there is still a surplus of current assets 
in the subsidiary company’s balance sheet, the advance can be 
stated to be represented by current assets, and the depreciation 
resulting from the losses of the subsidiary company will be ap- 
plied against the investment account. If there is no surplus of 
current assets, but the capital of the subsidiary company is not 
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entirely exhausted, the advance will be carried at its full amount, 
divided into advances represented by fixed assets and advances 
represented by current assets. But if the capital is entirely ex- 
hausted so that the investment is altogether eliminated, and there 
is an actual shortage of assets to meet the advances of the hold- 
ing company, this fact should be recognized by a reserve against 
the advances to the extent of such shortage of assets, in addition 
to a reserve in full against the amount of the investment. 

It may, of course, be argued in this case that upon a liquida- 
tion the actual deficiency would be shared in by other creditors 
and not borne entirely by the holding company. As a matter of 
practice, however, this argument does not require to be seriously 
considered, since a subsidiary company in this condition has a 
very restricted credit, except from the holding company; and 
further, upon a reorganization the holding company, unless it is 
itself involved, is generally obliged, as a matter of policy if for 
no other reason, to stand behind the subsidiary company to 
the extent of meeting its obligations to outside creditors. 

In cases in which the losses incurred by subsidiaries only re- 
quire, on the basis outlined above, that a reserve be made against 
the investment, the argument may of course be advanced that the 
law does not require a company to make good losses of capital 
before arriving at the amount of its profits. This is at best a 
debatable point, but, in any event, where a holding company owns 
such a proportion of, and exercises such a control over, a sub- 
sidiary company that it may be regarded as operating through 
the medium of the subsidiary company, the losses of the sub- 
sidiary company are not, except in the most technical sense, 
losses of capital of the holding company, but are losses from 
current operations which must be dealt with before arriving at 
the profits of the holding company. 

It would thus appear that the mere fact of stating the balance 
sheet of a holding company as such without incorporating the 
balance sheet of the subsidiary company does not and should 
not prevent: (a) the statement of the balance sheet of the hold- 
ing company in such a way as to avoid the net fixed capital of 
the subsidiary company from being carried as a current asset 
in the balance sheet of the holding company; or (b) the losses 
of the subsidiary company from being brought into account in 
the balance sheet, and consequently in the profit and loss account, 
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of the holding company. It may frequently happen that the 
net current assets of a subsidiary company are carried in effect 
as fixed assets in the balance sheet of the holding company, but 
this is not open to serious criticism in that it does not mislead a 
creditor or an investor to his detriment. 

Unfortunately, however, the failure to consolidate the ac- 
counts of the subsidiary company with those of the holding com- 
pany does admit of the equalization of income of the holding 
company from one period to another. This point will be dis- 
cussed in connection with the second question stated at the be- 
ginning of this article, namely, that dealing with the introduction 
into the accounts of a holding company of any so-called equity 
in the earnings of a subsidiary company. 


2. INTEREST OF HOLDING COMPANY IN UNDIVIDED EARNINGS OF 
SUBSIDIARIES. 

The most natural thing in preparing the accounts of a hold- 
ing company, in default of an actual consolidation of accounts, 
would be to introduce into the assets of the holding company an 
item representing the proportion of the increment in the net 
assets of the subsidiary company representing the undistributed 
earnings for the period, corresponding to the proportion of the 
stock of the subsidiary company owned by the holding company. 
If, for example, the subsidiary company earned a net profit of 
$100,000, of which it had paid out in dividends $50,000, the re- 
maining $50,000 added to the surplus of the subsidiary company 
represents an increment upon the value of the stock of the sub- 
sidiary company; and if the holding company owns 9o per cent 
of the stock there has been an accretion of $45,000 to the value 
of its investment in the subsidiary company. 

From the accounting standpoint, predicated upon the assump- 
tion that the profit shown by the subsidiary company is an 
actual net profit, after providing for amortization and deprecia- 
tion of every character (before, as a matter of fact, ever provid- 
ing for sinking funds), it would appear to be permissible to in- 
troduce into the assets of the holding company an item repre- 
senting this accretion in value. It would be necessary, how- 
ever, to divide this item into two parts, representing the propor- 
tion of the net accretion to fixed assets and to current assets, 
respectively of the subsidiary company. 
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When it is sought, however, to describe this item by a correct 
title the legal difficulty in a procedure of this kind is encountered. 
The law apparently does not recognize that a stockholder—even a 
stockholder owning practically all the outstanding stock of a 
company—has a direct equity in the assets of the company to the 
extent of being justified in setting up that equity as an asset in 
its own balance sheet. 

On the other hand, the law does appear to assume that upon 
the publication of a balance sheet the directors of a company 
actually value the assets and determine the liabilities set forth 
in the balance sheet. From this point of view there is nothing 
to prevent the directors from revaluing the stock of a subsidiary 
company owned by the holding company, and in doing this they 
would naturally take into consideration the increase in assets of 
the subsidiary company since the date of the last appraisal of the 
value of the stock. 

This course, however, is open to many objections. In the 
first place, there is a natural and laudable disinclination on the 
part of directors to reappraise investments at an increased valua- 
tion for the purpose of showing profits. Secondly, in many cases 
securities of the holding company have been issued in payment for 
the securities of the subsidiary company. The valuation placed 
upon the latter securities in terms of the securities of the hold- 
ing company has been, let it be assumed, somewhat liberal, and 
it is the aim and desire of most directors to leave the original 
valuation severely alone. To expect, therefore, that directors 
would, at the end of each year, reappraise the investment at the 
original liberal value, plus the accretion from undivided earnings 
during the year, is straining the accepted idea of the function of 
directors to an extreme point. 

Moreover, the liability of directors with regard to the pay- 
ment of dividends would in these circumstances be rather serious. 
They would be in the position on every occasion of declaring 
dividends out of surplus, and, moreover, out of a surplus aris- 
ing from their own valuation of the assets. If this valuation could 
be successfully attacked the directors would appear, under the 
existing law in many states, to be personally liable for the re- 
turn of the dividends. This liability would probably arise more 
frequently than any possible liability to which directors could 
be held upon the observance by them of the usual practice in 
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the valuation of securities purchased by the issue of their own 
securities, and it would be one from which it would be more 
difficult to escape. It would probably, moreover, not help them 
very much to claim that the increment in value was not used as 
the basis for the payment of a dividend, but was merely added 
to the undivided surplus of the holding company. A surplus 
would, in fact, result from an appraisal by the directors of the 
entire assets of the company, and they could not earmark that 
part of the appraisal which formed the basis for the payment of 
the dividend and that part which was made with any mental 
reservation. 

An argument which may be advanced for bringing the profits 
of a subsidiary company as an asset into the balance sheet of a 
holding company, in the absence of the declaration of a dividend, 
is that the holding company is in a position to withdraw such 
undistributed profits at any time by causing a dividend to be 
declared. There are, however, strong arguments which can be 
advanced against it. 

Let it be assumed, for example, that a company had pur- 
chased the stock of a subsidiary company at a time when that 
company had a deficit and that thereafter the subsidiary company 
began to show profits. The holding company would not be in a 
position to withdraw such profits in the form of a dividend 
even though it controlled the entire board of directors of the 
subsidiary company. Notwithstanding this fact, the value of 
its investment would unquestionably have been increased by the 
fact that the profits had been made. In general practice, it is 
unlikely that such a condition would be allowed to exist if it 
were possible, at or prior to the acquisition of the stock, for the 
deficit of the subsidiary company to be eliminated by the re- 
duction of capital or some other appropriate procedure. At 
the same time, the position is one which will occasionally arise in 
practice. 


Or let it be assumed that a subsidiary company made sub- 
stantial profits one year which were brought into account by 
the holding company but were not received by it in the form of 
dividends. The following year the subsidiary company might 
sustain a heavy loss, to such extent that it would be impossible 
for the earnings of the first year ever to be received by the 
holding company in the form of a dividend; or for some other 
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reason, due to a damage claim or injunction proceedings of any 
kind, it might be impossible for the asset set up in the books of 
the holding company to be realized. 

In this case, it is true, it may be fairly argued that the loss 
incurred or the effects of the damage claim or injunction pro- 
ceedings are chargeable against the year in which they occur 
and do not affect the position at the date at which it is sought 
to set up the earnings originally made in the accounts of the 
holding company. Since, however, there does not appear to be 
any method actually sustained by law by which the earnings 
can be so set up, except by revaluation of the investment, such 
an argument would not prevail if the profits of the holding 
company, including the undistributed earnings of the subsidiary 
company, had been distributed in the form of dividends. 

Another argument against bringing the earnings of the sub- 
sidiary into account in this manner, applicable to the case where 
the holding company does not own the entire stock of the sub- 
sidiary, is that this method of accounting would open the way to 
oppressive treatment of the minority stockholders. The hold- 
ing company could bring the earnings of the subsidiary company 
into account in its own statements, and by withdrawing the sur- 
plus funds of the subsidiary company in the form of advances 
or otherwise, could enjoy all the benefits of the ownership of 
the stock without ever distributing a dividend to the minority 
stockholders. Even in the absence of any intention to oppress 
the minority stockholders there is no doubt that this method of 
treatment would present a very unfortunate aspect. 

Such being the condition, it does not appear that there is 
any method which is advisable or expedient from the account- 
ing standpoint, which is at the same time permissible from the 
legal standpoint, of introducing into the accounts of a holding 
company, as such, the undistributed earnings of the subsidiary 
company or any proportion thereof. Accordingly, the undis- 
tributed earnings of the subsidiary company may remain as an 
undisclosed surplus which can be drawn upon in later years if 
the earnings of the subsidiary or of the holding company in any 
particular year from the operations of that year are below nor- 
mal. In such a year an extra dividend can be declared by the 
subsidiary company, and the falling off in the actual earnings 
for the year concealed in the accounts of the holding company. 
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After a series of prosperous years this practice might be fol- 
lowed through a number of declining years, with the result that 
the disclosure of the actual conditions, when the secret reserve 
was exhausted, would show a much more disastrous state of 
affairs than could be detected from the accounts presented from 
year to year. 

Here again, however, the hands of the public accountant 
would not be completely tied. During the years in which the 
surplus was being accumulated in the accounts of the subsidiary 
company, he could not perhaps object to the conservatism of 
the management in their treatment of the position. When the 
management began in a declining year to draw upon this secret 
reserve, the duty of the accountant would depend altogether upon 
the degree to which this action tended to mislead to the detri- 
ment of creditors or stockholders, present or prospective. The 
management might feel that their conservatism was ill repaid if 
they were subjected to criticism or comment upon the first oc- 
casion on which they desired to avail themselves of it. If, 
however, the accountant felt that in that year, or in any series 
of years, drafts upon the surplus of the subsidiary company were 
of such a nature as to cause the accounts to be misleading, his 
duty to report the actual condition or to insist upon its dis- 
closure in the accounts would be manifest. 


3. INDIVIDUAL ACCOUNTS OF SUBSIDIARY COMPANIES. 

The third question stated for discussion is as to whether 
or not it is necessary to present separate accounts for each 
subsidiary company. The answer to this question depends en- 
tirely upon the circumstances of each particular case. Broadly 
speaking, it might be stated that it is not necessary to do this, 
but in some cases the misleading character of accounts consolid- 
ated in the usual manner might demand special treatment. The 
matter is again a question of degree. It might, for example, be 
improper to consolidate with the accounts of a holding company 
the accounts of a subsidiary company in which the conditions, as 
to uniformity of result or continuity of operation, were sub- 
stantially different from those of the holding company itself. 

A street railroad company operating under an unlimited fran- 
chise might own the stock of another company, the property of 
which was to be taken over by a municipality, at a valuation, with- 
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in a short number of years. A steamship company plying regu- 
larly between San Francisco and Chile might acquire the stock of 
a company which owned a deposit of guano which would be ex- 
hausted within a limited period. In these cases it would, it is 
maintained, be improper to consolidate the accounts, since the 
operation accounts would show, apparently as the earnings of a 
company formed to operate for an indefinite period, results 
which were partly dependent upon transitory conditions. It 
would, of course, be equally improper to merge the details of 
these various operations, in the case of such companies, if the 
properties were directly owned and the operations conducted 
by the holding company instead of through a subsidiary. There 
is, perhaps, less danger that this would be done than that the 
operations of the subsidiary company would be consolidated with 
these of the holding company in the usual manner, without suffi- 
cient detail being shown to put an investor in possession of all 
the essential facts. 


4. CONSOLIDATION OF ACCOUNTS. 

The method known as the consolidation of balance sheets 
and profit and loss accounts is without question the one which 
is most satisfactory under ordinary conditions, and there are 
practically no arguments which can be advanced against it which 
cannot be completely answered. 

Even in the conditions referred to under the preceding head- 
ing, in which it appears to be desirable to show separate ac- 
counts for the individual companies, it is still possible to pre- 
sent consolidated accounts. It may practically be stated that the 
only essential conditions which must be observed in consolidating 
the accounts of subsidiary companies with those of the holding 
company are that the accounts must be closed upon the same 
date, and that items in transit between the companies must be 
reduced to an absolute minimum, or eliminated entirely. 

The usual practice in submitting consolidated accounts is 
to show merely a consolidated balance sheet and profit and loss 
account; but in cases where the subsidiary companies are not 
numerous, and particularly where they are of some magnitude, 
with operations as important as the operations of the holding 
company, there are distinct advantages in presenting separate 
accounts for the holding company and for the subsidiaries in 
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parallel columns with an extension of the consolidated items into 
a consolidated column. The use of the expression “consolidated” 
to designate this column is more correct than the expression 
“total,” since in extending items which cancel one another, such 
as the outstanding stock of the subsidiary companies and the 
investment in such stocks by the holding company, the items 
are eliminated on both sides of the balance sheet. Similarly, in 
the manufacturing and trading account inter-company business is 
eliminated from both sides of the account, and in the profit and 
loss account inter-company interest and dividends are cancelled. 
The procedure followed is an actual consolidation and not a 
mere totaling of the individual items. 

The method suggested of showing the accounts of the in- 
dividual companies, as well as the consolidated accounts, is in 
all circumstances the most satisfactory one. In cases where 
the public accountant is engaged to examine the accounts of a 
holding company and its subsidiaries, he should unquestionably 
present his accounts in this form to the management. In cases 
where, for any reason, the accounts of the holding company only 
are examined, and the accountant is required to confine himself, 
as far as the subsidiaries are concerned, to a scrutiny of the re- 
ports rendered by the accounting officers of the subsidiary com- 
panies, he may still present the accounts in parallel and con- 
solidated form to the management, with, of course, a proper 
qualification as to his responsibility for the statements of the 
subsidiary companies. In some complicated situations, where 
the subsidiary companies are themselves holding companies (a 
condition which is very frequently encountered in the case of 
public utility companies) it may be necessary to present a parallel 
and consolidated form for each system, working up to a final 
consolidated statement of the accounts of the principal holding 
company with its immediate subsidiaries. 

For the preparation of accounts for publication, however, the 
presentation of the accounts of each subsidiary with an extension 
of consolidated figures into a “consolidated” column may be 
entirely impracticable, owing to the large number of companies 
or to the extremely complicated conditions existing; or, while 
physically practicable, it may be unwise, owing to the fact that 
the average investor cannot be expected to dissect a complicated 
accounting statement, and is better informed if a simple state- 
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ment is presented to him showing the consolidated figures only. 

It appears to be entirely proper, as well as expedient, to pre- 
sent such a statement. It should, of course, be clearly indicated 
that it is a consolidated statement. A form of heading for the 
accounts which is very commonly used is as follows: 


THE A. B. C. COMPANY and SUBSIDIARY COMPANIES 
CONSOLIDATED BALANCE SHEET, DECEMBER 
31st, 1913 

and— 


THE A. B. C. COMPANY and SUBSIDIARY COMPANIES 
CONSOLIDATED PROFIT AND LOSS ACCOUNT 
FOR THE YEAR ENDING DECEMBER aist, 1913 


Occasionally, however, in cases where it is found convenient, the 
heading reads: 


THE A. B. C. COMPANY 
BALANCE SHEET, DECEMBER 3ist, 1913 


(with which are consolidated the assets and liabilities of the 
the X. Y. Z. Company, the whole of the stock of which 
is owned by the A. B. C. Company) 


This form of heading is somewhat cumbersome, and in cases 
where the importance of the subsidiary company in any sense 
approaches that of the holding company it is preferable to make 
the heading read: 


THE A. B. C. COMPANY 
THE X. Y. Z. COMPANY 


CONSOLIDATED BALANCE SHEET, DECEMBER ist, 
1913 


5. DETAIL TO BE SHOWN IN CONSOLIDATED ACCOUNTS. 

Having admitted the principle of the propriety of consolidated 
accounts, it remains to be determined how much detail is re- 
quired in order to render them, as such, full and complete state- 
ments. 

The point has to be kept in mind that the intention is to exhibit 
a statement of the position of the organization as a whole with 
regard to the outside world, and that the internal relations be- 
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tween the holding company and the subsidiaries and between the 
various subsidiaries is not, as a general rule, a matter of import- 
ance to investors or creditors. In cases in which a substantial out- 
standing minority interest renders the individual status of any one 
company a matter of importance, the presentation of separate 
accounts for that company becomes not merely desirable but 
imperative. Where, however, this is not the case, the only point 
to be observed is the necessity of making the consolidated state- 
ment itself intelligible to the general public, with sufficient de- 
tail to convey the necessary information. 

With regard to the statement of capitalization, the same 
detail should be shown for each of the stocks and other securi- 
ties, of which any portion is in the hands of the general public, 
as would be shown in an independent balance sheet of each com- 
pany, namely, the description of the stock or securities, the 
amount authorized and the total amount outstanding; but there 
will be extended into the accounting column only the amount 
actually in the hands of the public together with any capital 
stock actually issued but held as treasury stock, and so appearing 
as an asset upon the opposite side of the balance sheet. 

The stocks of the subsidiary companies owned by the holding 
company are accordingly canceled against the investment in 
such stocks in the accounts of the holding company. In a great 
many instances, however, these stocks are not carried in the 
accounts of the holding company at their par value, and in these 
circumstances a difference will remain after the cancellation of 
the offsetting items, representing the premium or the discount 
at which the investment is carried. The first question which 
arises, therefore, is how to deal with such a difference. It can, 
it is believed, be stated without fear of contradiction that in the 
great majority of cases this difference is buried in the property 
account. In the case of railroad and public utility companies, 
which comprise probably the greater proportion of holding com- 
panies at present in existence, the account of “franchises, right 
of way, construction and equipment” in a consolidated balance 
sheet is too frequently regarded as a dumping ground for items 
of this character. 

It does not appear correct to specify one particular manner in 
which this item should be uniformly treated. In the case of a 
premium having been paid for the securities of the subsidiary 
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company the item usually represents one or more of three things: 

(a) Surplus assets 

(b) Goodwill or earning capacity—possibly the protection of 
the goodwill of the holding company. 

(c) Discount upon the securities of the holding company is- 
sued in payment for securities of the subsidiary com- 
pany. 

In the first case, the assets which it represents are already 
incorporated in the consolidated accounts, and it is manifestly 
improper to swell the assets further by adding this difference 
to any particular item. It will, however, be pointed out later that 
the surplus of a subsidiary company at the date of acquisition by 
the holding company becomes in effect capitalized. It is there- 
fore proper to carry the premium paid in respect of such sur- 
plus upon the assets side of the balance sheet, as a distinct item, 
with a designation indicating its character, as, for example, “Pre- 
mium paid upon acquisition of securities of subsidiary companies 
in respect of surplus at that date, per contra.” Where no out- 
standing interest in the subsidiary company exists these two items 
should be offset and so disappear from the consolidated balance 
sheet since it is apparent that no surplus actually remains in the 
consolidated account, the assets of the holding company having 
been depleted to the extent of the surplus assets of the sub- 
sidiary. 

Where the premium has been paid for goodwill, the proper 
treatment of the item is to show it separately on the assets side 
of the balance sheet under the designation of goodwill, with 
the expression added: “Premium paid upon acquisition of securi- 
ties of the X. Y. Z. company.” 

In the case of the last mentioned reason for the premium paid 
upon the acquisition of the securities of subsidiary companies, 
numerous instances will be recalled, particularly in the case of 
public utility companies, in which stocks have been issued for 
the acquisition of securities of profitable operating companies 
upon a basis which did not admit of any immediate return, at 
least upon the common stock, of the holding company. The 
holding company is in effect the capitalization of a situation, or 
of prospective earning power, without an immediate earning 
power adequate to justify the consideration paid, upon the 
generally accepted theory of goodwill valuation. The franchise 
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and property accounts of the subsidiary companies themselves, 
in a great many instances, contain very liberal valuations for 
franchises, also measured in terms of securities issued. In these 
circumstances the best method of treatment of this premium 
appears to be to show it as a separate item, described as: “Pre- 
mium paid for acquisition of securities of X. Y. Z. company, 
representing excess of par value of securities issued over par 
value of securities acquired.” 

The public accountant may frequently be met with the argu- 
ment that, owing to the manner in which the property accounts 
of many companies are acquired, the item of goodwill, although 
existent, does not appear at a specific valuation but is included 
under the general caption of “goodwill, property and plant”; 
and that accordingly the premium paid upon the acquisition of 
the securities of subsidiary companies may, with propriety, be 
included in the consolidated balance sheet under the head of 
“franchises, property and plant,” particularly in view of the 
fact that much that has gone before into this account in the 
books of the subsidiary companies is probably of an intangible 
character. It is perfectly true that in the absence of physical 
valuations the accountant cannot be held responsible for the 
item of “property and plant,” in the character of the cases to 
which reference is made, and no one, unless it be a most un- 
sophisticated person who does not even seek advice before mak- 
ing his investments, is misled by the issue of stock for the ac- 
quisition of “goodwill, property and plant,” in which a large 
part of the stock issued represents earning capacity solely. If, 
however, the accountant yields to this argument to the extent of 
treating the goodwill, property and plant account as a whole, 
even in cases where it is within his power to segregate a portion 
of the intangible part of the item, he should insist upon a de- 
scription reading: “Goodwill, property and plant, including pre- 
mium paid upon acquisition of securities of X. Y. Z. company.” 

It frequently occurs that securities of subsidiary companies 
are purchased at a discount. To these cases the converse of what 
has been said in the foregoing remarks will, broadly speaking, 
apply. The discount, which gives rise to a credit difference upon 
consolidation, may be applied in reduction of the goodwill ac- 
count, if any, of the consolidated companies, or may be shown 
on the liabilities side of the balance sheet as “surplus capital 
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arising from acquisition of securities of X. Y. Z. company below 
par.” 

Such a credit must not be applied as an offset to a deficiency in 
the balance sheet of a subsidiary at the date of acquisition, as 
will be shown later. 

With reference to the item of inter-company accounts, it 
does not appear necessary in a consolidated balance sheet to 
show details of any kind. The totals of the items on the assets 
and on the liabilities side of the individual balance sheets will 
cancel, and the investor in the holding company is not concerned 
in the absolute relationship existing between the various com- 
panies. The only cases in which these relationships are of im- 
portance, as distinguished from the merging of interests repre- 
sented by a consolidated balance sheet, are those in which, on 
account of important outstanding interests of any kind, the ac- 
counts of subsidiary companies should be shown separately, 
as before indicated. 

One of the points which most frequently requires considera- 
tion in the case of holding companies is that relating to the treat- 
ment of the surplus accounts of subsidiary companies in pre- 
paring a consolidated balance sheet. 

It is safe to say that it is regarded as an established principle 
by accountants that the surplus of a subsidiary company at the 
date of the acquisition of its stock by the holding company be- 
comes, as it were, capitalized, and if distributed in the form of 
dividends must be applied in the accounts of the holding company 
in reduction of the investment account and not treated as in- 
come. This principle is not so generally accepted by persons 
other than accountants, and, as a matter of fact, it is a question to 
what extent it would be upheld as a matter of law. Under the 
general principles of law followed in this country a dividend 
is income, when received, to the person receiving it, and the 
practice usually followed in England of apportioning a dividend 
according to the period in which it was earned has not generally 
been followed, although with regard to stock dividends the neces- 
sity for some distinction between dividends declared out of cur- 
rent earnings and dividends declared out of an accumulated sur- 
plus is being recognized. 

It therefore becomes important for accountants to maintain 
a firm position with regard to this point. There can be no ques- 
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tion as to the impropriety of a company’s acquiring the stock of 
a subsidiary company with a substantial surplus, and either im- 
mediately, or at any future time, causing that surplus to be 
paid to itself in the form of dividends either in cash or stock and 
treated as income. Whether the price paid for the stock is based 
upon the balance sheet of the subsidiary company or upon its 
earning capacity, the fact nevertheless remains that in purchas- 
ing the stock the holding company invests its capital in so many 
shares of the subsidiary company plus an undivided proportionate 
interest in the assets representing the surplus. Any distribu- 
tion of those assets accordingly becomes a distribution of capital, 
as far as the holding company is concerned, arid should be so 
treated. 

A distinction may, however, be drawn in the case of securities 
purchased at some date after the commencement of a fiscal year, 
based upon the balance sheet at the close of the last fiscal year, 
with the understanding that the earnings for the current fiscal 
year are to become the property of the purchaser. In this case 
the vendor and the purchaser, as it were, mutually agree to 
capitalize the accumulated surplus at the close of the previous 
fiscal year, but it would seem to be perfectly proper to treat 
the earnings for the current fiscal year as income, so far as the 
purchaser is concerned, unless it is manifest that the transaction 
has been intentionally treated in such a manner as to open the 
way to abuse or manipulation. It very frequently happens that 
a transaction of this kind cannot be consummated for some 
months after the commencement of a fiscal year, but it is never- 
theless a fact that the transaction is carried through without 
regard to the profits which are being earned. It is usual for in- 
terest to be paid upon the amount of the consideration from the 
date at which the transaction dates, and where this is done the 
interest will of course be charged against the profits of the period. 

The status of the surplus at the date of acquisition being es- 
tablished, however, the question of the method of stating it in 
a consolidated balance sheet arises. 

The surplus of subsidiary companies at the date of acquisition 
should be shown separately in such a balance sheet and clearly 
described as to its status, in cases where any minority interest 
is outstanding or where stock of a class other than that carrying 
control is held by third parties. In cases where all the stock of 
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the subsidiary is owned by the holding company the necessity dis- 
appears, and such a surplus can with propriety be deducted from 
the premium paid for the stock, or from goodwill, without being 
specifically shown. As a general rule, however, where the sub- 
sidiary companies are in any sense independent in their operations 
and financing, while the holding company is in a measure quies- 
cent, existing mainly for purposes of control, it will be found pre- 
ferable from the banking and financial standpoint to show the 
item in the usual manner on the liabilities side of the balance 
sheet, described as “surplus capital: surplus of subsidiary com- 
panies at date of acquisition of stock.” This latter description, 
however, is not appropriate in cases where any other class of 
stock or, with only one class of stock, a minority interest is 
outstanding, as to which this surplus remains a divisible surplus. 

In the event of any dividend having been distributed out of 
this surplus the item should be stated as “surplus capital: surplus 
of subsidiary companies at date of acquisition of stock, less sub- 
sequent dividends applied as to the A. B. C. company in reduc- 
tion of cost of investment.” In cases where the securities have 
been acquired upon the basis of the actual value of the net assets, 
without valuation of goodwill, a dividend of this nature would 
appear in the balance sheet as a reserve or as surplus capital of 
the holding company, and the description of the item as to the 
subsidiary companies’ surplus would of course be stated accord- 
ingly. 

The rights of minority stockholders in the surplus of sub- 
sidiary companies should be clearly shown in the balance sheet. 
The theory of a consolidated balance sheet should be that the 
item of consolidated surplus, described as such without qualifica- 
tion, should represent the amount available or in a position to 
be rendered available for dividends upon the stock of the hold- 
ing company. Every prior charge upon such surplus should 
therefore be recognized and the surplus properly apportioned 
with an appropriate qualification. At the same time, for the 
purpose of showing the status of the consolidated companies as 
to responsibility to creditors, the qualification should not be 
such as would tend to lead a creditor or banker to disregard 
the item as surplus and treat it as a liability in scrutinizing the ac- 
counts for purposes of credit. For this reason, therefore, it is 
preferable in these circumstances to state the entire consolidated 
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surplus under the head of surplus and in an inset to state (1) sur- 
plus capital, being proportion of surplus of subsidiary companies 
applicable to stock owned by holding companies, as at date of 
acquisition ; (2) that part of the total surplus which is applicable 
to stock of subsidiary companies in the hands of the public; (3) 
surplus of holding company and proportion of surplus of sub- 
sidiaries earned subsequent to acquisition of stock, applicable to 
stock owned by holding company. 

It frequently happens that a substantial block of the stock of 
a company is acquired by a holding company at one time, and 
that thereafter smaller blocks are acquired until the whole, or 
practicaliy the whole, is held. In such cases the apportionment 
of the accumulated surplus at the date of acquisition of the 
stock must be made separately on each parcel acquired, calculated 
at the nearest convenient date to the date of acquisition. 

It occasionally happens, where preferred stocks of subsidiary 
companies are outstanding in the hands of the public, that the 
earnings of such subsidiaries are insufficient in any one year, 
or for any period, to meet the dividends on such stock. In this 
case it appears necessary in a consolidated balance sheet to state 
the surplus of any such company as a separate item, with a 
notation that preferred dividends amounting to a certain sum are 
in arrears. The balance sheet would otherwise indicate that the 
surplus shown is available for the stock of the holding company. 

In consolidating the current surplus accounts, that is to say 
the surplus accounts accumulated since the acquisition of the 
stock of subsidiaries, it must be borne in mind that it is incorrect 
to include in the consolidated surplus the net surplus of a sub- 
sidiary company since the date of acquisition of the stock, in the 
event of such a company having had a deficit at the date of 
acquisition. In order to recognize the legal necessity which 
exists for eliminating this deficit before the subsequent earnings 
become available for dividends, it is necessary either to apply 
the subsequent earnings in reduction of the deficit at the date 
of acquisition or to deduct the deficit from current surplus and 
not from surplus of subsidiary companies at the date of acquisi- 
tion. It is unlikely that this deficit would in any case represent 
any very considerable amount, since this would hamper the hold- 
ing company in withdrawing the profits of the subsidiary, and 
other steps would undoubtedly be taken to deal with the position. 
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The matter can usually, therefore, be dealt with somewhat arbi- 
trarily, and in the manner which most readily shows the amount 
of surplus actually available for the stock of the holding com- 
pany. 

This same condition renders it incorrect to apply any dis- 
count upon the acquisition of the stock as an offset to any deficit 
existing at that date, since if this were done current earnings 
would appear as though available for distribution, whereas in 
reality they would not become so available until the deficit was 
eliminated. 


6. EFFECT OF INTER-COMPANY TRANSACTIONS UPON THE CON- 
SOLIDATED BALANCE SHEET. 

Inter-company transactions usually affect the consolidated bal- 
ance sheet only with respect to inventories, but occasionally with 
respect to capital expenditure and to the valuation of invest- 
ments acquired by one company from another. 

In the case of capital expenditure performed by one subsidiary 
company for another, or for the holding company, it is import- 
ant to ensure against the capitalization of any profit to the com- 
pany handling the work, which, owing to the fact of the owner- 
ship of the stock, would revert to the profits of the holding com- 
pany. For this reason, therefore, capital expenditure should be 
charged by one company to another at actual cost for material, 
labor and overhead, and with regard to the latter item the same 
principles should govern as in charging overhead upon capital 
expenditure performed by a company for itself. Where any sub- 
stantial interest in a company is outstanding in the hands of the 
public, however, it may be necessary for such a company to re- 
ceive an equitable profit upon all work performed, even for 
other subsidiaries or for the holding company. In this case the 
proportion of such profit which is applicable to the stock owned 
by the holding company should be credited back in reduction of 
the capital expenditure on the books of the company in which 
it is capitalized and transferred to the books of the holding 
company, in which it should be applied as a charge offsetting the 
earnings of the subsidiary performing the work—that is to say 
as a profit and loss item when such earnings are received or in 
reduction of the consolidated surplus when such earnings remain 
undistributed. 
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The same reasoning will apply in the case of investments ac- 
quired by one of the companies from another at a price other 
than that at which such investments were carried on the books 
of the vendor company. 

The condition with regard to the valuation of inventories, 
and indeed with regard to inter-company trading generally, is 
frequently very complicated. Without going into the details 
of the daily accounting between the companies, however, it may 
be pointed out that the essential point to be observed in connec- 
tion with the valuation of inventories is that no profits of sub- 
sidiary companies which would revert to the holding company 
by reason of its ownership of stock should be allowed to remain 
in the value of the inventory of the holdine company or of any 
subsidiary. Accordingly, while on account of outstanding inter- 
ests, or for the purpose of enabling each distinct property to 
show the results of operation upon an independent basis, a profit 
may be allowed on inter-company business, in the final valua- 
tion of the inventory the proportion of such profit applicable 
to the stock owned by the holding company should be credited 
back against the value of the inventory and transferred to the 
accounts of the holding company, in which it will be treated as an 
offset to the profits of the company or companies which originally 
received the profit, as before indicated. 


7. GENERAL REMARKS. 

The foregoing memorandum is necessarily somewhat elemen- 
tary, and it is not pretended that the points presented are novel 
in character. It is hoped. however, that it may be of some 
value, even, if only, as a basis ior discussion of some of the 
questions involved. 
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Determination of the Net Profit of the Panama Canal 


By Francis Oakey, C. P. A. 


Recently Chief Accountant, Panama -Canal 


The opening of the Panama Canal is of peculiar interest to 
students of accounting in that it marks the entrance of the 
government into the field of a commercial business that involves 
nearly every accounting problem. The work of passing vessels 
through and the collection of tolls is only a part of the activities 
that must be carried on. The canal must be prepared to furnish 
supplies and material of every nature required by vessels of 
commerce and war; to make repairs to vessels; to feed, clothe 
and house its employees; to care for their health; to repair 
buildings and equipment of every nature; and to maintain a 
civil government. 

The prosecution of these activities is necessary owing to the 
isolation of the canal from industrial centres. The inhabitants 
of Central America are not now capable either by education or 
temperament to undertake and carry on successfully the in- 
dustries that are required in connection with the operation and 
maintenance of the canal. This condition of things will prob- 
ably continue for many years, or at least until American capital 
has been attracted to the isthmus or to the adjacent countries, 
and private business has been established on a scale large enough 
to relieve the federal government of a part of its burden. 

It is the purpose of this paper to outline the conditions that 
affect the determination of the profits and losses resulting from 
the various activities of the canal, and to describe the methods 
that have been suggested and are being worked out in order to 
arrive at a reasonably accurate result. 


In order to gain a clear understanding of the subject atten- 
tion should first be given to a consideration of the provisions of 
law that relate to it. It is required that tolls shall be covered 
into the treasury as a miscellaneous receipt in gross. Therefore, 
this class of revenue does not enter into the determination of 
profit and loss. In respect to the other commercial activities car- 
ried on it is required that after the canal is opened any net profits 
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that may result shall be covered into the treasury (Sec. 6, act of 
Aug. 24, 1912; sec. 2, act. of May 1, 1913). The law does not 
specify how the net profits shall be determined; this question 
is left to the discretion of the head of the accounting depart- 
ment, the auditor, subject to the approval of the governor, and 
of the treasury department. Before taking up this question it is 
well to have in mind the organization that has been provided to 
carry on the work of operating and maintaining the canal. On 
April first the president established by executive order a perma- 
nent organization with functions as follows: 


Organization Functions 


1. Department of operation and 
maintenance. 


a. Division of terminal construc- Design, inspection and construc- 
tion: tion of dry docks, shops, coal- 
ing and fuel, oil plants, floating 
cranes, docks and_ terminal 
facilities. 


Construction, transportation by 
rail and water, road, street, and 
sewer work under the landscape 
architect; breakwater at the At- 
lantic terminal. 


b. Office engineer and forces en- Meteorology, hydrography general 


gaged on meteorology and surveys. 
hydrography and on general 
surveys: 
c. Division of erection: Completion and operation of the 
structures of the locks and spill- 
ways. 


Installation, erection, testing opera- 
tion and care of lock and spill- 
way operating and protective 
machinery. 


Construction of power plants and 
transmission line. 


Handling of vessels while in the 
locks. 


d. The electrical division: Operation and maintenance _of 
power plants and transmission 
line, when completed. 


Inspection and testing of electrical 
equipment. 
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e. Division of municipal engineer- 
ing: 


. Division of lighthouses: 


. Dredging division: 


= & Sb 


. Mechanical division: 


. Division of canal transportation: 


j. Fortifications division: 


k. Miscellaneous forces: 


2. Purchasing department: 


3. Supply department: 


4. Accounting department: 


5. Health department: 


Construction and repair of public 
works. 


Construction of lights and beacons. 
Dredging operations. 
Manufacturing and repair work. 


Safe conduct of vessels through the 
canal, except at the locks. 


Care and operation of lights, and 
beacons, when completed. 


Inspection and admeasurement of 
vessels. 


Construction of fortifications. 

Sluicing at Gold Hill; grading and 
filling at locks and dams; con- 
structing Naos Island break- 
water; construction transporta- 
tion at Atlantic end. 


Purchase of all supplies, machinery 
or necessary plant. 


Storage and distribution of ma- 
terial and supplies. 


Operation of commissaries and 
hotels and messes. 


Maintenance of buildings and the 
assignment of quarters. 


Care of grounds. 


Recruiting and distributing un- 
skilled labor. 


Animal transportation. 

Bookkeeping, auditing, and ac- 
counting, collection, custody and 
disbursement of funds. 

Maritime sanitation and quarantine. 


Land sanitation in the canal zone. 


Sanitation in cities of Panama and 
Colon. 


Operation and maintenance of hos- 
pitals. 


Supervision and control of all 
charitable work. 
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6. Executive secretary: Supervision of timekeeping, post- 
offices, customs, taxes, and ex- 
cise (excepting the collection 
thereof), police and prisons, fire 
protection, land office, schools, 
clubs and law library. 





Custody of file and records. 


Administration of estates of de- 
ceased and insane employees. 


Correspondence with the govern- 
ment of the republic of Panama. 


Charge of the seal of the govern- 
ment of the canal zone. 


Attesting of acts of the govern- 
ment under seal. 
In October, 1913, the work of devising an accounting system 
for the permanent organization was begun and special study was 
given to the problem of the determination of profits and losses. 
It was decided that in order to effect an accurate determination 
three main steps must be taken, namely— 

1. A classification of revenues must be made by means of 
which those revenues that are applicable to profit and 
loss may be segregated from all other revenues. 

2. The total cost of operating and maintaining the canal and 
its auxiliary activities must be distributed without dis- 
crimination to the ultimate objects of operation, to 
capital outlays, and to additions to stores. 

3. The cost of work done or service rendered must be so de- 
termined and so classified that costs that affect profit 
and loss may be segregated from all other costs. 

The revenues of the canal fall into four main classes, namely, 


— 


eS EP ee 





Tolls ; 

Miscellaneous receipts other than tolls; 
Revenues applicable to net profits; 
Canal zone funds. 


aoe 


According to the law tolls are to be covered into the treasury 
in gross as a miscellaneous receipt. 
Miscellaneous receipts other than tolls consist of two classes 


namely : 
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a. Sales of construction material and equipment; and 
b. Water rentals. 


According to section 2 of the act of May 1, 1913, moneys 
received from the sale of material and equipment purchased and 
used for construction purposes shall be covered into the treasury 
as a miscellaneous receipt. Receipts of this character must there- 
fore be accounted for separately. 

In the same section it is provided that moneys received as a 
reimbursement for expenditures incurred in constructing water- 
works, sewers and pavements in the cities of Panama and Colon 
shall be covered into the treasury as a miscellaneous receipt. The 
cost of operating and maintaining these public works is first 
to be deducted from the gross rentals received and the remainder 
is to be applied to reimburse the government for the original cost 
of construction. It is necessary, therefore, to keep a separate 
account for these rentals. 

The revenues applicable to net profits, as far as they can be 
foreseen at the present time, are as follows: 

Accruing from work done by the department of operation and 
maintenance: 


General construction and repairs; 

Dredging ; 

Service of launches, clapets, barges and lighters; 
Shop manufacture and repairs; 

Service of dry docks; 

Hostling services ; 

Coaling-plant rentals; 

Sales of coal; 

Sales of electric current; 

Installation and maintenance of electric equipment ; 
Sales of compressed air; 

Services of locomotives, cranes and wreckers; 
Towage ; 

Pilotage ; 

Admeasurement fees ; 

Labor trains and train service ; 

Rental of commercial docks ; 

Wharfage. 
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Accruing from work done by the supply department: 


Hotel Tivoli; 

Hotel Aspinwall; 

Line hotels 

Messes and kitchens ; 

Sales of material and supplies; 
Sales of rock, sand, gravel and screenings ; 
Rental of buildings ; 

Printing and binding; 

Corral service ; 

Purchasing and handling supplies ; 
Repair jobs. 


Accruing from work done by the department of health: 


Ancon Hospital: 
Hospital treatment, 
” mess, 
Laundry, 
Sale of live stock. 
Colon Hospital: 
Hospital treatment, 
= mess, 
Sale of cocoanuts. 


Treatment of lepers; 
Service of line dispensaries ; 
Service of quarantine division ; 
Health office, Panama; 
Cleaning premises, 
Sale of garbage cans, 
Street cleaning. 


Health office, Colon: 
Cleaning premises, 
Sale of garbage cans, 
Street cleaning, 
Miscellaneous sales, 
Burial fees. 

Zone sanitation: 

Sale of larvacide, 
Burial fees, 
Sale of coffins, 


Sale of produce—Corozal Farm. 


It is necessary that all these revenues be separately accounted 
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for and that at the end of each year the cost of the service ren- 
dered and sales made be determined in order to ascertain whether 
a profit has resulted and if so to cover the amount into the 
treasury. 

The last class of revenues referred to, namely, “canal zone 
funds” comprises the following: 


Licences and taxes: 
Motor vehicle and conveyance, 
Insurance and corporation, 
Merchandise and peddling, 
Entertainments, 
Slaughter tax, 
Real estate tax. 

Court fees and fines; 

Markets, land and building rentals; 

Water ; 

Steamboat inspection ; 

School tuition ; 

Interest ; 

Stamp sales; 

Money order fees. 


In accordance with sec. 2 of the act of June 23, 1913, these 
revenues are appropriated for certain specific objects of expendi- 
ture connected with the support of the canal zone government. 
They do not enter into the determination of profit and loss. 
Separate accounts must therefore be kept for them. 

Let us consider now some of the problems involved in the 
determination of cost—first the problem of distributing depart- 
mental or divisional costs to ultimate objects. 

The ultimate objects to which the various activities of the 
canal are directed consist of three main classes of service, 
namely— 

The passage of vessels through the canal; 

The performance of miscellaneous work or service for ves- 

sels, private persons or corporations ; 

Selling material and supplies to vessels, private persons or 

corporations. 

In the distribution of departmental costs, stores and property 
manufactured or constructed by the canal must bear the burden 
equally with the ultimate objects enumerated. The accounts to 
which this distribution should be made are therefore as follows: 
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Stores, 

Equipment, 

Structures other than canal, 

Canal construction, 

Fortifications, 

Expenses of operating and maintaining the canal, 

Cost of work done for vessels, corporations and private per- 
sons, 

Cost of sales of material and supplies. 


For cost purposes the departments and divisions may be 

classified into two main groups, namely— 

a. Those that are directly concerned with either (1) operating 
the canal, or (2) rendering service or selling material and 
supplies to private persons ; 

b. Those that carry on work of an auxiliary nature, that are 
not concerned directly with the operation of the canal, or 
with the rendition of services or the sale of material and 
supplies to private persons. 

The first class comprises the following: 


Department of operation and maintenance: 
1. Division of terminal construction, 

Division of erection, 

Electrical division, 

Division of municipal engineering, 

Division of lighthouses, 

Dredging division, 

Mechanical division, 

Division of canal transportation, 

Fortifications division. 
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Supply department: 

. Care and maintenance of buildings, 
. Construction of building, 

. Operation of corrals, 

. Printing and binding, 

Subsistence. 


npw Noe 


Health Department: 

Of the above the health department and functions 1, 3 
and 4 of the supply department relate to ultimate ob- 
jects only in so far as they include work done for 
private persons. 
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The auxiliary class comprises the following: 


Governor’s office ; 

Purchasing department ; 

Supply department : 
1. Care and maintenance of buildings, 
2. Storekeeping, 
3. Sanitation. 

Accounting department ; 


Health department ; 
Executive office—civil government ; 
Washington office: 

1. Administration, 

2. Purchasing, 

3. Accounting. 


In the case of the directly operating divisions and functions 
the cost of work can be allocated to the final resting place of the 
product without great difficulty. In the case of the auxiliary 
divisions and functions the problem is more involved. Two gen- 
eral methods might be followed—namely (1) to distribute aux- 
iliary costs to operating divisions and (2) to keep auxiliary 
costs out of the accounts of operating divisions and to distribute 
them directly to ultimate objects on the basis of the cost of directly 
operating divisions charged to such objects. The latter method 
is by far the simpler and appears to be quite as accurate. 

The cost of work done by the directly operating divisions 
would first be determined and would be charged to accounts repre- 
senting ultimate objects, to capital outlays and to stores. The 
next step is to absorb the cost of auxiliary units. These costs 
cover a wide field of activities, and have various relationships 
to the costs of ultimate objects. There is no common basis of 
distribution that could be applied to each without great inac- 
curacy. Generally speaking the expense of purchasing and store- 
keeping varies in direct proportion to the cost of material handled ; 
the expense of maintaining the health department depends largely 
upon the population; the cost of maintaining the civil govern- 
ment varies according to population and to the value of prop- 
erty protected; while the cost of administration and accounting 
is not closely related to any particular condition or element. It 
is thought that a sufficiently accurate result could be obtained 
by using two bases of distribution namely— 
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1. The cost of material included in the charges made to ulti- 
mate objects for the work done by directly operating 
units ; 

2. The total charges made to ultimate objects for the cost of 
work done by directly operating units. 


On the first basis the following expenses would be distri- 
buted : 


Purchasing department ; 
Supply department—storekeeping ; 
Washington office—purchasing. 


On the second basis the following expenses would be dis- 
tributed : 


Governor’s office ; 
Supply department: 
Care and maintenance of buildings, 
Sanitation. 
Accounting department ; 
Executive office—civil government ; 
Washington office : 
Administration, 
Accounting. 
Health department—treatment of free patients. 


These methods of distribution are in many cases inaccurate, 
but objections on this score can be raised to any method that is 
based on the application of a percentage to a large number of 
different jobs or classes of work. It would be possible to de- 
termine upon arbitrary bases on which to absorb the cost of 
certain operations in crder to avoid these inaccuracies, but 
such bases can be adopted only after a most searching study of 
conditions after the canal has been in operation for at least a 
year. 

The determination of departmental or divisional costs in- 
volves innumerable problems. In each department and division 
a special organization must be considered, different conditions, 
different methods of operation and various relationships exist. 
In some divisions classes of work are done, the cost of which 
is not easily allocable to specific jobs. In several cases there 
is no accurate and at the same time simple basis of distribution 
of expenses that might be adopted as a way out of the difficulty. 
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Space does not permit our taking up these problems in detail. 
Let us consider some of the more important ones. 

The mechanical division is equipped to do a large volume of 
work of great variety, an idea of which may be gained from 
the following list of its shops: 


Tinsmith shop, 
Wrecking outfit, 
Water plant, 
Compressor plant, 
Electric sub-station, 
Shop oil plant, 
Boiler plant. 
Planing mill, 
Plating and polishing, 
Machine shop, 
Pattern shop, 
Oxy-acetelene plant, 
Paint shop, 

Brass foundry, 
Steel foundry, 

Iron foundry, 
Boiler and shopfitter shop, 
Car shop, 

Dry docks, 

Repair wharf, 
Forge shop, 
Galvanizing shop, 
Round house, 
Joiner’s shop, 


These shops are equipped to do the most complicated and 
heaviest classes of work, and employ about four thousand men. 
On the Ist of April the cost system was completely revised. 
The shop order system is used in all shops that are adapted to it. 
In the foundries the tonnage basis of distribution has been 
applied. In the machine, forge, joiner and pattern shops and 
in the planing mill the overhead is distributed on the machine 
hour basis. Throughout the whole plant rates for depreciation 
and repairs are being worked out as a basis of setting up re- 
serves. For shop expense a standard schedule of titles and 
symbols has been worked out. So that it appears that in this 
division the segregation of the costs that affect net profits from 
all other costs will be made in as satisfactory a manner as can 
reasonably be expected. 
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In the divisions that are concerned almost exclusively with 
excavation or construction work the determination of cost pre- 
sents no unusual difficulties since labor and material can in most 
cases be allocated to specific jobs. These divisions are the fol- 
lowing : 


Division of terminal construction ; 
Division of erection; 

Division of municipal engineering ; 
Division of lighthouses ; 

Dredging division ; 

Fortifications division. 


In the electrical division there should be no exceptional diffi- 
culty in determining the cost of current furnished to other divi- 
sions and to outside persons on the basis of meter readings. Cer- 
tain arbitraries will in some cases have to be introduced on ac- 
count of the variation in the cost of maintaining transmission 
lines and in the loss in transmission. 


The division of canal transportation will be charged solely 
with the operation of the canal proper—that is, with the work of 
getting vessels through. The cost of doing this work—with the 
exception of the cost of admeasurement—does not enter into the 
determination of net profits because the revenue to which this 
work is related—that is, tolls—will be covered into the treasury 
in gross. In the opinion of the writer these costs should be 
classified along functional lines, and units of cost should be de- 
termined on various bases such as the number of vessels and 
the tonnage of vessels. The division of erection will discharge 
one of the functions of the operation of the canal proper— 
namely, the handling of vessels while in the locks. There should 
be no difficulty in determining the cost of this function; the 
labor, material and supervision could be charged direct and the 
overhead distributed on a labor basis. 

In the supply department the segregation of costs that affect 
profit and loss from all other costs is a more difficult matter. 
In many cases the charges are not readily allocable to specific 
jobs. Take for example corral service—animals owned by the 
canal and animals owned by private persons are boarded; several 
classes of service varying in cost, such as supplying double teams, 
single teams, saddle horses, etc., are rendered both to other divi- 
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sions of the canal and to private persons. It would be possible to 
determine the cost of such services on the basis of horse-days, 
and team-days, but this method would involve a great deal of 
clerical labor. A method that has been suggested instead con- 
sists of fixing arbitrarily rates to be charged for the various 
classes of service, these rates to be of sufficient amount to create 
a balance over and above the total actual cost of operation, and 
this balance to be credited to a reserve for depreciation of corral 
buildings and equipment. 

The cost of operating and maintaining rented buildings is not 
easily segregated from the cost of unrented buildings without con- 
siderable preliminary work in the preparation of accurate bases 
of distribution. The supply department, besides constructing 
buildings, operates and repairs them. Some of the buildings are 
occupied by the several departments and divisions for office pur- 
poses; others are used as dwellings and quarters for employees. 
It is the intention to charge employees rent. The direct charges, 
such as janitor service and repairs are easily allocated to speci- 
fic buildings. The distribution of the indirect charges such as 
supervision, office expense, team service, unmetered light, etc., 
is best effected on the basis of floor space. The preliminary work 
referred to consists in measuring the floor space and listing the 
buildings in two classes, rented and unrented. The cost of 
operating and maintaining rented buildings (which enters into 
the determination of net profits) could then be segregated from 
the cost of unrented buildings. 


The determination of cost in the commissary department and 
in the subsistence department presents no special difficulties since 
the work of these departments is done exclusively for private 
persons. The commissary department operates ten manufactur- 
ing plants, one plantation, and ten or twelve retail stores. The 
subsistence department operates the Hotel Tivoli and a number 
of line hotels, messes and kitchens. 


In the health department the conditions are such that the 
segregation of cost is a most difficult matter. At the Ancon 
Hospital, for example, there are both free and pay patients; the 
former comprise employees of the canal; the latter employees’ 
families, officers and enlisted men of the army and navy, citizens 
of the republic of Panama, and employees treated for ailments 
contracted prior to their employment. The free and pay patients 
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in any given ward receive equal treatment. It is impracticable to 
make charges direct to specific cases or classes of cases or even 
to wards; therefore, some basis of division of expense between 
free and pay must be adopted. The problem is further involved 
by reason of the fact that the cost of operating the surgical ward 
is considerably greater than that of the other wards, the sur- 
geons’ estimate being that it is as two to one. It has been sug- 
gested that the total cost be divided between the wards on this 
basis and that the resulting portions be segregated between free 
and pay on the basis of patient days. This method will be satis- 
factory if the surgeons’ estimate is reasonably accurate. The 
cost of treating free patients would then constitute one of the 
auxiliary expenses to be distributed to ultimate objects. 

The costs of administration, accounting, storekeeping, pur- 
chasing and of maintaining those functions of the civil govern- 
ment that are paid out of appropriations do not relate directly 
to work done for private persons and therefore require no special 
methods of segregation. These are auxiliary costs to be dis- 
tributed to ultimate objects, as has already been explained. 

The question of setting up reserves for depreciation is one 
that affects all departments. There is no provision in the statutes 
setting forth how profit and loss shall be determined. In the 
absence of specific directions it is the duty of the accounting 
department to figure net profit or loss in accordance with es- 
tablished accounting practice. Accordingly, the item of deprecia- 
tion of construction and equipment must be included in the 
cost and a reserve created. In each division or for each function 
an estimate of the annual depreciation of property should be 
made and absorbed monthly in the cost of work. Owing to the 
requirement that the canal must do its own construction, manu- 
facturing and repair work, the reserve created will be repre- 
sented only in part by assets that are available to apply to the 
cost of replacements of worn out or obsolete property. There- 
fore, the time will arrive when, in order to pay for replacements, 
cash will have to be drawn from the treasury and charged to 
appropriations. 

Finally, let us consider briefly the determination of profits and 
losses from the administrative standpoint. 

It is plain that it is the policy of the United States to operate 
the canal so that it shall be at least self-supporting. In order to 
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effect this result sufficient revenue must be collected not only 
to pay for operating expenses and current repairs, but to set 
aside a reserve fund to replace worn out or obsolete equipment. 
The maintenance charges will be enormous—attendant upon an 
investment of $350,000,000 in construction and equipment located 
in a tropical country hundreds of miles from trustworthy sources 
of supply and accessible only by ocean transportation. To sup- 
port such an activity the charges for tolls, for repairs and for 
supplies must be sufficiently low to attract a volume of business 
that will keep the plant working at normal capacity. The col- 
lection of revenue sufficient to pay for the operation and main- 
tenance of the canal depends chiefly upon good judgment in mak- 
ing charges for services. This problem involves not only the re- 
lation of the Panama Canal to other canals and to the railroads, 
but also the relationships that exist between the various classes 
of services to be performed. The expenses of maintaining and 
operating the canal proper as they relate to tolls must be con- 
sidered in relation to the profits or losses resulting from repair 
work, coaling service and sales of supplies, in order that charges 
for services may be made so as to produce the best results for 
the canal as a whole. The administration of these matters cannot 
be efficient unless founded on accurate and complete information 
relating to revenues, costs and the statistics of traffic. 








Relation of the Auditor to Valuation of Inventories 


By W. Ernest SEATREE, C. P. A. 


The crucial importance of the inventory in the financial posi- 
tion of manufacturing and merchandising businesses and the 
growing demand for audited accounts as a preliminary to the 
granting of any extensive credits have brought into prominence 
the question of the auditor’s responsibilities as to this vital ele- 
ment in a commercial balance sheet. 

The question may be considered either from the purely legal 
standpoint or more broadly with a view to determining what 
in the best practice is the duty or custom of the auditor and 
what measure of protection an audit can afford. 

As is generally true of the auditor’s position, the obligations 
imposed on him by law are far less onerous than the standards 
which he sets for himself and the penalty for a failure to main- 
tain those standards takes the form rather of loss of prestige and 
practice than of legal liability. 

In this article it is proposed to deal with the legal obliga- 
tions, leaving the question of practice for later discussion, and 
as there are, so far as the writer is aware, no decisions in this 
country by courts of appellate jurisdiction and wide authority, 
the cases to be considered will be those decided in recent years 
in England, of which the most important are: 

Kingston Cotton Mill case 

Irish Woolen Mill Co. vs. Tyson, et al. 

Henry Squire, Cash Chemist, Ltd., vs. Ball, Baker & 
Co., with which was coupled that of Mead vs. Ball, 
Baker & Co. 

To a better understanding of these cases, which deal more 
particularly with the liability in respect to inventory valuations, 
it is, however, necessary first to refer briefly to a previous case 
which dealt more generally with the duties of an auditor and 
did not specifically touch on the question now before us. Refer- 
ence is made to the well known and much discussed case of the 
London and General Bank (vide Accountants’ Law Reports 
1895, page 173). This is one of the first cases in which an 
auditor was made a defendant to a suit in equity brought to 
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recover moneys wrongfully paid out by way of dividends, the 
first case, which was not of equal importance, being that of the 
Leeds Estate Building Investment Society, Ltd. vs. Shepherd, 
wherein it was decided that an auditor must do more than merely 
confine himself to the arithmetical accuracy of the balance sheet 
and must see that it is a true and accurate representation of the 
company’s affairs. 

In the first mentioned case (the London and General Bank 
case) the auditor, one Theobald, was made a co-defendant with 
certain directors under what is known as the “malfeasance” 
section (section 10) of the companies (winding-up) act 18go. 
Judgment was rendered in the lower court against the defend- 
ant, Mr. Justice Vaughan Williams presiding, whereupon the 
case was appealed. In the court of appeals the first question 
decided upheld the decision of the lower court as to whether an 
auditor was an officer of the company, and so liable for malfeas- 
ance proceedings, within the meaning of the particular section 
of the companies act in question, while the major questions at 
issue were heard at a later sitting of the court before Lord Jus- 
tices Lindley, Lopez and Rigby, when the former decision of 
the lower court was upheld in part and overruled in part. The 
basis of the appeal, or rather that part of it which concerns the 
present article, was that “the balance sheet and certificates given 
by the auditor were in accordance with the books of the bank, 
and that an auditor’s duty was confined to framing balance sheets 
which showed the position of the company as disclosed by its 
books.” Apparently the auditor had not failed in his duty as 
regards the extent of his investigations in this case; he did 
fall short, however, in not reporting to the shareholders the facts 
as he had ascertained. them, and on this ground the decision of 
Mr. Justice Williams was upheld. 


In view of the significance attaching to some of the utter- 
ances of Lord Justice Lindley in delivering his judgment in this 
historic case it might be well to reproduce them verbatim, as fol- 
lows: 


“An auditor has nothing to do with the prudence or imprudence of 
making loans with or without security. It is nothing to him whether 
the business of a company is being conducted prudently or imprudently, 
profitably or unprofitably; it is nothing to him whether dividends are 
properly or improperly declared, provided he discharges his own duty 
to the stockholders. His business is to ascertain and state the true 
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financial position of the company at the time of the audit, and his duty 
is confined to that, but then comes the question: How is he to ascertain 
such position? The answer is: By examining the books of the com- 
pany. But he does not discharge his duty by doing this without inquiry 
and without taking any trouble to see that the books of the company 
themselves show the company’s true position. He must take reasonable 
care to ascertain that they do. Unless he does this his duty will be 
worse than a farce. Assuming the books to be so kept as to show the 
true position of the company the auditor has to frame a balance sheet 
showing that position according to the books, and to certify that the 
balance sheet presented is correct in that sense. But his first duty is to 
examine the books, not merely for the purpose of ascertaining what they 
do show, but also for the purpose of satisfying himself that they show 
the true financial position of the company. This is quite in accordance 
with the decision of Mr. Justice Stirling in the Leeds Estate Company 
vs. Shepherd, in 36 Chancery Division, page 802. An auditor, however, 
is not bound to do more than exercise reasonable care and skill in mak- 
ing inquiries and investigations. He is not an insurer; he does not 
guarantee that the books do correctly show the true position of the 
company’s affatrs; he does not guarantee that his balance sheet is 
accurate according to the books of the company. If he did he would 
be responsible for an error on his part, even if he were himself de- 
ceived, without any want of reasonable care on his part—say by the 
fraudulent concealment of a book from him. His obligation is not so 
onerous as this. 

“Such I take to be the duty of the auditor; he must be honest—that 
is, he must not certify what he does not believe to be true, and he must 
take reasonable care and skill before he believes that what he certifies 
is true. 

“What is reasonable care in any particular case depends upon the 
circumstances of that case. Where there is nothing to excite suspicion, 
very little inquiry will be reasonable and sufficient; and in practice, I 
believe the business men select a few cases haphazard, see that they are 
right, and assume that others like them are correct also. Where sus- 
picion is aroused more care is absolutely necessary, but still an auditor 
is not bound to exercise more than reasonable care and skill even in a 
case of suspicion; and he is perfectly justified in acting on the opinion 
of an expert where special knowledge is required. 

“Mr. Theobald’s evidence satisfies me that he took the same view 
as myself of his duty in investigating the company’s books and prepar- 
ing his balance sheet. He did not content himself with making his 
balance sheet from the books without troubling himself about the truth 
of what they showed. He checked the cash, examined the vouchers for 
payments, saw that the bills and securities entered in the books were 
correct, took reasonable care to ascertain their value, and in one case 
obtained a solicitor’s opinion on the validity of an equitable charge. I 
see no trace whatever of any failure by him in the performance of this 
part of his duty. It is satisfactory to find that the legal standard of 
duty is not too high for business L aneaeian and is recognized as correct 
by business men. 

“A person whose duty is to convey the information to others does 
not discharge that duty by simply giving them so much information as 
is calculated to induce them, or some of them, to ask for more. In- 
formation and means of information are by no means equivalent terms.” 


Turning now to a consideration of the cases cited as having a 
direct bearing upon the subject of an auditor’s relation to in- 
ventory valuations, the following brief summaries and extracts 


from the cases are submitted: 
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Kincston Cotton Miu Case (vide Accountants Law Reports, 
1896, page 77): 

This was a case also decided by Mr. Justice Vaughan Williams 
against the auditors of the Kingston Cotton Mill Co. whereby he 
held them liable to make good certain moneys improperly applied 
in payment of dividends on the faith of certain balance sheets cer- 
tified by them which it later turned out were incorrect as regards 
the value of the stock in trade therein reported by them. The ori- 
ginal action was based on a charge of negligence on the part of 
the auditors in not discovering the fraud which had been per- 
petrated in the improper inflation of the inventory values. 

An appeal against the decision of the lower court was taken 
to the court of appeals and was decided in favor of the ac- 
countants, the ruling of Mr. Justice Vaughan Williams being thus 
reversed. The appeal was before Lord Justices Lindley, Lopez 
and Kay, and was based primarily upon the claim of the defend- 
ants “that they had not failed to discharge their duty to the 
company and were therefore under no liability to make good the 
money misapplied.” 

Some of the more important passages of the judgment in this 
case are the following: 


Lord Justice Lindley—“I come now to the real question in this con- 
troversy, and that is whether the appellants have been guilty of any 
breach of duty to the company. To decide this question it is necessary 
to consider (1) What their duty was; (2) How they performed it, and 
in what respects (if any) they failed to perform it. The duty of an 
auditor generally was very carefully considered by this court in “In 
re the London and General Bank” and I cannot usefully add anything 
to what will be found reported therein. It was there pointed out that 
an auditor’s duty is to examine the books, ascertain that they are right, 
and to prepare a balance sheet showing the true financial position of the 
company at the time to which the balance sheet refers. But it was also 
pointed out that an auditor is not an insurer, and that in the discharge 
of his duty he is only bound to exercise a reasonable amount of care 
and skill. It was further pointed out that what in any particular case 
is a reasonable amount of care and skill depends on the circumstances 
of that case; that is, if there is nothing which ought to excite suspicion, 
less care may properly be considered reasonable than could be so 
considered if suspicion was or ought to have been aroused. These are 
the general principles which have to be applied to cases of this descrip- 
tion. I protest, however, against the notion that an auditor is bound 
to be suspicious as distinguished from being reasonably careful. To 
substitute the one expression for the other may easily lead to serious 
error. .. 

“The summary was signed by. the manager, and the value as shown 
by it was adopted by the auditors and was inserted as an asset in the 
balance sheet, but “as per manager’s certificate.” The summary always 
corresponded with the accounts summarized, and the auditors ascertained 
that this was the case. But they did not examine further into the accu- 
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racy ef the accounts summarized. The auditors did not profess to 
guarantee the correctness of this item. They assumed no responsibility 
for it. They took the item from the manager, and the entry in the bal- 
ance sheet showed that they did so. I confess I cannot see that their 
omission to check his returns was a breach of their duty to the com- 
pany. It is no part of an auditor’s duty to take stock. No one contends 
that it is. He must rely on other people for details of the stock-in-trade 
in hand. In the case of a cotton mill he must rely on some skilled person 
for the materials necessary to enable him to enter the stock-in-trade at 
its proper value in the balance sheet. In this case the auditors relied on 
the manager. He was a man of high character and of unquestioned 
competence. He was trusted by everyone who knew him. The learned 
judge has held that the directors are not to be blamed for trusting him. 
The auditors had no suspicion that he was not to be trusted to give ac- 
curate information as to the stock-in-trade in hand, and they trusted him 
accordingly in that matter. But it is said they ought not to have done 
so, and for this reason. The stock journal showed the quantities—that 
is, the weight in pounds of the cotton and yarn at the end of each year. 
Other books showed the quantities of cotton bought during the year and 
the quantities of yarn sold during the year. If these books had been 
compared by the auditors they would have found that the quantity of 
cotton and yarn in hand at the end of the year ought to be much less 
than the quantity shown in the stock journal, and so much less that the 
value of the cotton and yarn entered in the stock journal could not be 
right, or at all events was so abnormally large as to excite suspicion 
and demand further inquiry. This is the view taken by the learned 
judge. But although it is no doubt true that such a process might have 
been gone through, and that, if gone through, the fraud would have been 
discovered, can it be truly said that the auditors were wanting in reason- 
able care in not thinking it necessary to test the managing director’s re- 
turns? I cannot bring myself to think they were, nor do I think that 
any jury of business men would take a different view. It is not suff- 
cient to say that the frauds must have been detected if the entries in 
the books had been put together in a way which never occurred to 
anyone before suspicion was aroused. The question is whether, no 
suspicion of anything wrong being entertained, there was a want of rea- 
sonable care on the part of the auditors in relying on the returns made 
by a competent and trusted expert relating to matters on which informa- 
tion from such a person was essential. I cannot think there was. : 
The auditor’s duty is not so onerous as the learned judge held it to be. 
The order appealed from must be discharged with costs. 

Justice L. J. Lopez—“It is the duty of an auditor to bring to bear 
on the work he has to perform that skill, care, and caution which a 
reasonably competent, careful and cautious auditor would use. What 
is reasonable skill, care and caution must depend on the particular cir- 
cumstances of each case. An auditor is not bound to be a detective, nor, 
as was said, to approach his work with suspicion or with a foregone 
conclusion that there is something wrong. He is a watch-dog, but not 
a bloodhound. He is justified in believing tried servants of the com- 
pany in whom confidence is placed by the company. He is entitled to 
assume that they are honest and to rely upon their representations, pro- 
vided he takes reasonable care. If there is anything calculated to excite 
suspicion he should probe it to the bottom, but in the absence of anything 
of that kind he is only bound to be reasonably cautious and careful. 

: The duties of auditors must not be considered too onerous. 
Their work is responsible and laborious, and the remuneration moderate. 
I should be sorry to see the liability of auditors extended any further 
than in “In re the London and General Bank.” . . Auditors must 
not be made liable for not tracking out ingenious and fully laid schemes 
of fraud, when there is nothing to arouse their suspicion and when 
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those frauds are perpetrated by tried servants of the company and are 
undetected for years by the directors. So to hold would make the 
position of an auditor intolerable.” 


Ir1sH WooLEN MIL Co. vs. Tyson AND OTHERS (vide Account- 
ants Law Reports, 1900, page 13): 

In this case the auditor was found liable for negligence on 
certain counts, notably, for failing to discover the suppression of 
certain liabilities, but on the charge for negligence in respect to 
an over-valuation of the inventory the case was dismissed, Lord 
Justice Holmes stating—“There was certainly no duty cast on the 
auditor to take stock. What he (the auditor) did was to have 
the calculations checked in his office, and this was done with 
proper care.” Moreover, in this case it was admitted by the 
justice that proper care had been given to the prices, while the 
associate judge, Lord Justice Fitzgibbon, in speaking of the 
inventory feature, said: “In the case of the stock-taking and the 
over-valuing, etc., Mr. Kevans (the auditor) is exonerated.” 

This case is perhaps of minor importance except in so far as 
it serves to show that the Irish judges held the same view as 
the English judges (previously referred to) in the other cases 
as regards an auditor’s duties in respect of stock-in-trade. 


Henry Squire, Caso CHEMIsT, LIMITED, vs. BALL, BAKER & Co. 
—MeEap vs. BALL, BAKER & Co. (vide Accountants Law 
Reports, Vols. 44 and 45, pages 25 and 33 respectively) : 

These cases, which are the most recent, having been decided 
as late as 1911, were brought by separate plaintiffs against the 
same defendant, the cause for the actions being the same, the 
plaintiff in the one case being the company, and in the other an 
individual (who was also a stockholder) who claimed to have 
suffered loss on account of certain advances made to the com- 
pany on the strength of the reports of the defendants, the ac- 
countants. In both instances the cases were dismissed with 
costs, it being held that the plaintiffs had not proved their con- 
tentions. Later the Mead case was appealed, and the appeal was 
also dismissed with costs. The actions were brought to re- 
cover damages from the defendants for negligent performance 
of their duties, in the one case as auditors, and in the other as 
accountants employed for a specific purpose, and because of this 
distinction (which, however, was not recognized by the judges) 
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coupled with the fact that the earlier rulings—notably those in 
the Kingston Cotton Mill case—were freely quoted, the proceed- 
ings are rendered of particular interest. Moreover, the first 
hearing was before no less a personage than Lord Chief Jus- 
tice Alverston who, dealing first with the question as to the 
difference in the standards of duty required from the defend- 
ants in their respective capacities of auditors and accountants, 
said that he would not recognize any distinction, adding—‘“I 
think in both cases Messrs. Ball & Co. were in the position, that 
if, by the exercise of reasonable care, they would have sent in a 
different balance sheet, or would have cautioned their client. in 
regard to the items in the balance sheet, they would be liable for 
damages in this action; therefore, I do not draw any distinction 
between the two cases.” Then again later: “I have already 
said that I put the duty of Messrs. Ball & Co. in both cases on the 
same standard. I do not agree that their duty as auditors would 
be less than their duty as advising a purchaser who was buying 
a business.” 

Both suits were based on a claim of negligence in not dis- 
covering certain inflations of the inventory which were later 
confessed to by one of the officers, but the evidence submitted 
was clearly not sufficiently specific or strong to obtain a judg- 
ment, and it is perhaps barely possible that a modified or con- 
trary decision might have been obtained had a better presenta- 
tion of the case been made, although this, of course, is mere 
speculation. 

To revert to Lord Alverston’s remarks as contained in his 
judgment, he asks himself the question: “What standard ought 
I to lay down as to what the duty of an accountant is with regard 
to the stock ?” and proceeds to answer it as follows: “It has been 
held over and over again, and it has been recognized in the 
court of appeals, that it is not his duty to take stock . . . I do 
not want to read it at length as part of my judgment, but I will 
call attention to Lord Justice Lindley’s judgment,” (referring 
to the Kingston Cotton Mill case) “that in any particular case, 
what is a reasonable amount of care and skill depends on the cir- 
cumstances of the case, and if there is nothing which ought to 
excite suspicion less care might properly be considered reasonable 
than could be so considered if suspicion was or ought to have 
been aroused.” He then proceeds to quote from the previous 
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case at length, selecting several of the passages already quoted 
above, and dwelling particularly on Judge Lindley’s comments 
regarding the possibilities for the discovery of the Kingston fraud 
had the auditors gone outside the regular books and compiled a 
stock account by making use of the quantities shown; continuing 
with his own remarks as follows: “This judgment” (meaning 
the Kingston judgment) “is the more important for this reason, 
that Mr. Justice Vaughan Williams” (the judge of the lower court 
whose judgment was overruled when appealed) “accepting this 
principle, had added to it this corrollary—which I do not think 
was wrong in law, though the court of appeals did not approve 
it in fact—that if the figures which he was auditing would them- 
selves enable him to check the stock sheets, there might be the 
duty upon the auditors to act upon the result of those figures, and 
so to have discovered the mistake.” 

Then referring to Justice Lopez’ well-known remarks in the 
same case in which he likened an auditor to a watch-dog rather 
than a bloodhound, the learned chief justice proceeds: “Figures 
of speech are rather dangerous; all I venture to say is, that he 
has got to act as a reasonable man under the circumstances of 
the case. He may even be a detective in some cases if there is 
something to arouse the suspicion of a reasonable man.” Then 
again, referring to the Kingston case, he continues: “I understand 
them” (the passages quoted) “to lay down this rule: That the 
auditor is not bound to take stock; that the highest which can 
be put against an auditor or accountant in the one case or the 
other is that he is bound to make a reasonable and proper in- 
vestigation of the accounts and of the stock sheets so far as 
he can, and if a reasonable and prudent man would have come 
to the conclusion that there was something wrong, that then it 
is his duty to call the attention of his employers to it, and in 
that consideration he is entitled to take into account the fact 
that the documents are vouched by the trusted servants of his 
employers.” 

Other significant passages are: “. . . but he is entitled to 
rely on the honest servants—those believed to be honest—and ex- 
perienced in the business of the company whose accounts he is 
examining. He is not supposed to be put upon inquiry because 
a later examination shows that something has gone wrong. 

They are entitled to rely on a certificate of the managers most 
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unquestionably for the reason already given, but I find that 
the auditors and accountants did in both these cases do more 
than that. It was their duty to a certain extent to examine the 
accuracy of the certificates. . . . All those documents show, 
as I have stated, that they had checked a great many of the 
additions and extensions in order to test the accuracy of the 
sheets, and in certain cases compared prices at which the stock 
had been valued with those on suppliers’ invoices. . . . I fur- 
ther rule as a guidance to myself that with some slight excep- 
tions where judgment and discretion come in, the skill of the 
clerk must be the same as the skill of the principal. The prin- 
cipal must not excuse himself for his clerk’s negligence by say- 
ing that he employed a clerk. . . . It is extremely easy when 
you are wise after the event to point out particular things and 
say that they would have indicated to you that there was some- 
thing wrong about the stock sheets—that is the strongest that 
it has been put to me—calling for further inquiries. All I can 
say is that it does not to my mind appear to be a reasonable 
view. . . . I decline to find people guilty of negligence on 
this kind of inference unless I feel satisfied without any reason- 
able doubt that any prudent man looking at those stock sheets 
would have come to the conclusion that they were suspicious. I 
cannot think that they were suspicious. :" 

As previously indicated, the decision in the Mead case was 
appealed and came before the master of the rolls and Lord Jus- 
tices Fletcher, Moulton and Farwell, when the earlier decision 
was upheld, the master of the rolls stating: “I entirely agree, as 
at present advised, with the limitations which the lord chief 
justice put upon the duties of an auditor.” 

From the foregoing it will be observed that the later decisions 
in no way changed or modified the first, viz., the Kingston Cot- 
ton Mill case, but rather served to illuminate or explain the 
judgment then handed down. To sum the matter up, therefore, 
it may be said that in England, at least, an auditor is not legally 
compelled to make an exhaustive investigation into inventory 
valuations provided his suspicions of irregularities are not 
aroused, while on the other hand, he is entitled to rely upon the 
statements made to him by trusted officers and employees of the 
company, whose accounts he is auditing, in regard to such mat- 
ters. Within these limits he is, of course, expected to make 
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such tests and to exercise such precautions as an ordinary busi- 
ness man would make, and this it would appear is the extent 
of the strict legal obligation in the matter. 

That there is a further and greater moral responsibility to the 
public and to his client no one would seriously deny, and in- 
deed there is little doubt that the average auditor, even in Eng- 
land where the protection afforded by these decisions is enjoyed, 
goes much further in his investigations than the letter of the 
law requires, and in this country where the influence of such de- 
cisions would be only indirectly felt, such course would seem to 
be essential, up to a certain point at least. In other words it 
would be imprudent and unsafe for the practitioner in this 
country (and probably in England, too, for that matter) to place 
too much reliance upon the leniency of the courts in construing 
his responsibilities and obligations despite the precedents estab- 
lished by the cases cited, and it may be safely said that the mere 
acceptance of a strongly worded inventory certificate by a trusted 
officer or employee would not in itself be sufficient to exonerate 
an auditor from blame even though it did relieve him from 
pecuniary loss or other penalty, and moreover, a qualification in 
his certificate to this effect might well prove to be unavailing in 
an extreme case. 

The question as to just what is the extent of an auditor’s 
duties and responsibilities to meet the moral obligations and in 
order that he may at all times feel reasonably secure as to his 
own position and sure of preserving his reputation is all im- 
portant ; but the attempt to answer it must be deferred and form 
the subject of a later article. 
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EDITORIAL 
Legitimate Publicity 


The question of individual advertising by accountants was 
discussed in the preceding issue of THE JoURNAL OF ACCOUNT- 
ANCY and various shades of opinion were therein expressed ; but 
on one point there seems to be unanimity. Everyone agrees that 
it is right and proper that the business world should be educated 
to a proper conception of what public accountancy is and what 
it may justly be expected to become. The great difficulty of 
course is so to conduct a campaign of publicity as not to infringe 
the highest standards of professional ethics and etiquette. 

The extolling of the virtues of one accountant is an indirect 
derogation of the merits of others; and it is one of the elemen- 
tary rules of all professions that there must never be any attempt 
to belittle the abilities of one’s confreres. There is, however, no 
possible objection to but rather much to be said in favor of any 
movement which will bring about a better understanding of ac- 
countancy in the mind of the business man. Not only is this 
desirable from the point of view of the accountant but it is also 
of advantage to the business man himself to know what services 
can be rendered by accountants and what benefits may accrue 
from a better knowledge of the working of his own business. 

It seems to be an accepted theory that the most fruitful method 
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of gaining the ear of the public is through an organization such 
as the national or one of the state societies. The work which 
has been done by the American Association itself in publishing 
a book entitled The Influence of Accountants’ Certificates on 
Commercial Credit is the beginning of a wider campaign which 
will be conducted in the future. Already the results of this one 
tentative effort have been noticeable and in some cases have been 
astonishingly plentiful. In such a movement there is no mention 
of the name of any individual accountant or firm; and this man- 
ner of approaching the public must be considered entirely ethical 
however high one’s standard of judgment may be. 

In the case of some of the state societies there has been an 
attempt to approach the public in a slightly more direct way but 
one which still lacks nothing of professional morality. One 
state society feeling that the bankers of that state were placing 
too large an amount of work with accountants of other states 
adopted the plan of notifying all bankers, chambers of commerce 
and commercial bodies of all sorts within the state that the state 
society of certified public accountants consisted of such and such 
men and that it was felt that the work originating in that state 
should logically be given to the accountants therein, all other 
things being equal. We believe that this method has met with 
considerable success. 

The latest publicity plan is one adopted by the Washington 
Society of Certified Public Accountants. This takes the form of 
a small pamphlet of eight pages entitled Banks and Borrowers’ 
Statements. It contains merely a recommendation from the 
Spokane clearing house that borrowers should present account- 
ants’ reports in support of their statements and also an editorial 
from a London papet in which the importance of correct bal- 
ance sheets is emphasized. The pamphlet contains no comment 
of any kind, and the only indication of its source is an imprint 
on one of the inside cover pages. This pamphlet has been dis- 
tributed to all bankers and many credit men in the state of Wash- 
ington. There is no ethical objection to the action taken by the 
Washington Society, but on the contrary the style of the pamphlet 
is commendable. 

Naturally the value of a campaign of publicity varies in dif- 
ferent parts of the country. For example in New York or Phila- 
delphia or Chicago it should not be necessary to convince bank- 
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ers that borrowers should submit certified statements. Nor should 
it be necessary to convince men of business that an independent 
audit is essential. But in many of the more distant parts of the 
country and in nearly all the smaller cities there is much to be 
done in the matter of educating the public. 

Another argument in favor of the corporate method of ad- 
vertising is that a circular or pamphlet or any other class of ad- 
vertising emanating from a group of men and firms must carry 
more weight than an entirely individual statement. The voice 
of the accountants in a state will carry much further in chorus 
than any individual and probably discordant solo efforts. 





Causes of Business Failure 


One of the most common causes of business failure is the 
firm belief in the mind of the average man that he knows how to 
conduct his own business better than any one else can know. It 
is not a pleasant task to attempt to convince a man that this idea 
is essentially wrong. Yet it falls to the lot of accountants more 
than to any other class of men to impress upon their clients the 
fact that the conduct of their affairs has been inefficient and that 
vital details which seemed of no importance have been overlooked 
to the serious detriment of the business. 

Your business man has a natural objection to outside inter- 
ference in what he considers to be entirely his own concern, and 
for a long time it was almost impossible to convince him that 
there might be more expert knowledge of detail than he himself 
possessed. But of late years the value of expert advice has begun 
to impress itself more and more upon progressive men of busi- 
ness with the result that the percentage of preventable failure 
has become less and less. There is, however, still a considerable 
work to be done and a great deal of education to be conducted. 

In the course of an address by M. L. Orear, secretary of the 
Kansas City Association of Credit Men, the following comments 
occurred : 

Among the causes of failure in business, none is so common as lack 


of appreciation of the importance of right bookkeeping and accounting 
methods. Men fail in business because they never know where they 
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stand. This statement applies to the big and small alike. I have in 
mind a concern that failed in Kansas City last year for $300,000 and the 
corps of expert accountants has been unable to unravel the tangled 
mess. That failure like many others was due to the fact that the 
managers did not know the condition of the business, were not 
students of details and figures. You would be surprised to know what 
a small percentage of merchants know in actual practice what a trial 
balance is. The bookkeeping systems which you find in the average 
business and especially in the smaller towns are the crudest possible 
kind, and usually intrusted to employees, many of whom do not know 
the first principles of accounting. Failure to charge, and charge prop- 
erly and accurately, constitutes no small leak in the average business. 
The merchant who makes up a monthly statement to determine whether 
his business has gained or lost ground for the preceding month is the 
exception rather than the rule. I am afraid also that the importance and 
value of the annual inventory is not generally understood and appre- 
ciated. In any well regulated business the inventory should represent 
the foundation stone upon which the business is builded. It is in- 
excusable on any grounds for a merchant or manufacturer to wait 
until what he has is less than what he owes to discover that bad man- 
agement or miscalculation has brought him face to face with failure. 
Through the inventory there will be revealed to him whether or not 
the gross profits of his business are larger than cost and operating ex- 
pense combined, or his investment is suffering a shrinkage and the busi- 
ness is headed toward failure. Remember that the inventory is more 
important and necessary in safeguarding against failure than all the 
shrewdness and business instinct you possess. 


We do not entirely agree with Mr. Orear that the progressive 
merchant is the exception rather than the rule but we are entirely 
at one with him in his assumption that there are too many mer- 
chants who still cling to the old and fatal error of belief ex- 
clusively in their own wisdom. 





Certification of Borrowers’ Statements 


The movement to induce bankers to insist upon certified state- 
ments when discounting mercantile paper is steadily gaining 
ground. Reports from various parts of the country indicate 
that the necessity for more rigid regulation of credits is im- 
pressing itself upon the banking community. 

In St. Paul it is reported that the bankers will insist that 
there be certified audit of the books of all borrowers of sums 
of $50,000 or more. In Chicago the movement is making rapid 
progress. In Detroit the bankers at last are awake. 

Speaking of the need for rigid examinations by outside 
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auditors the vice-president of one of the banks of Detroit said 
recently : 


I have advocated such a procedure for years. It would prevent many 
large losses by both banks and brokers in commercial paper, and would 
be better, in the end, for the borrower. I hope the Claflin failure will 
result in the question being taken up again by the American Bankers’ 
Association at its next meeting. 

The commercial paper brokers should have an outside audit made for 
the sake of their own business, but rivalry is so keen among them that they 
apparently haven’t the nerve to suggest it to the merchants. A broker 
was trying to sell me some of the Claflin paper not long ago. I inquired 
as to the contingent liabilities of the firm and how much paper they had 
outstanding. The broker didn’t know, and said the Claflins wouldn’t 
tell. After the failure it developed that nearly every big bank in the 
country had some of the firm’s notes, and no one institution knew the 
real state of its business. 
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PROGRAMME OF ANNUAL CONVENTION To BE HELD AT WASHINGTON, D. C., 
SEPTEMBER 14, 15, 16 AND 17, IQI4. 


Sunday, September 13 
Members of the general committee and the reception committee 
will be at the New Willard to receive delegates and visitors. 


Monday, September 14 
9 a. m.—Opening of headquarters and registration office at the 
New Willard. 
10 a. m.—Meeting of trustees. 
4 p. m.—Reception by the ladies of the reception committee to 
officers and members. 
Tuesday, September 15 

9.30 a. m.—Meeting of association at New Willard. 

Opening Address—Secretary of Commerce, William C. Redfield. 

Response—President of the American Association of Public Ac- 

countants. 

Addresses—Representatives of foreign societies. 

Regular business. 

2 p. m.—Regular business session. 

2 p. m.—Sight-seeing trip—for the ladies. 

4 p. m—Paper—subject: “Accounting Conditions and Prospects.” 
Charles G. DuBois, comptroller, American Tel. and Tel. 
Co. 

Discussion—Arthur W. Teele, C. P.A. 

Address—Subject: “National Chamber—Its Importance to Ameri- 
can Business Interests.”—Elliot H. Goodwin, secretary 
Chamber of Commerce of the U. S. 

8 p. m—Paper—Subject: “Income Tax.” L. F. Speer, deputy 
commissioner of internal revenue. 

Discussion—Samuel M. Hann, of Fidelity Trust Co., Baltimore. 


Wednesday, September 16 

9.30 a. m.—Final business session. Installation of officers. 

1.45 p. m—Leave for Mt. Vernon in special cars, stop over at 
Alexandria, return to Washington by steamer. 

8.00 p. m.—Paper—Subject: “Some Scientific and Educational 
Problems of the Accountancy Profession.” Professor 
John C. Duncan, of the College of Commerce, Uni- 
versity of Cincinnati. 

Discussion—John B. Geijsbeek, C. P. A. 

Paper—“National Finances.”—Harvey S. Chase, C. P. A. 
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Thursday, September 17 

9:30 a. m.—Final business session. Installation of officers. 

11.00 a. m—Meeting of trustees. 

2.00 p. m.—Leave Washington for Annapolis—Special cars. W. B. 
& A. Electric R. R. 
Visit Naval Academy, historic points, ete. 
Band concert. 

7.00 p. m.—Dinner at Carvel Hall, Annapolis. 

Informal entertainment and _jollification. 


Friday, September 18 
The general committee will be pleased to arrange for special trips, 
etc., for visiting members, if proper notice is given. 


* * * * 


The entertainment features on this programme have been arranged 
for you, with the compliments of the Maryland and Virginia societies. 


COMMITTEES 


GENERAL COMMITTEE 


Elmer L. Hatter, Chairman ' . ; . ; Md. 
Thomas U. Hare , ; : , . ; ; Va. 
Howard C. Beck ; ; ‘ ; ; ; Mich. 
W. P. Hilton . , ; ; ; ; . Va. 
Charles L. Hehl, Treasurer . : : . ; Md. 
REGISTRATION 
J. E. Bates ; ; : ; ; ; ; Va. 
Charles H. Schnepfe, Jr. : . -if ‘ : Md. 
P. W. Robertson ; ; : ’ p ; ; Va. 
RECEPTION 
Wm. McK. Evans , : , ‘ : : ; Va. 
Eugene Greenway P ; ‘ ‘ ‘ . , Md. 
George Mahon ; ; y : ; ; , Va. 
John Kiichler ; ’ i ; ; ‘ : Md. 
A. Lee Rawlings : . , ' . . ; Va. 
Edward Fuller . P ‘ ; . F ; Md. 
ENTERTAINMENT 
Charles O. Hall ‘ P , ‘ - : ‘ Md. 
H. B. Boudar ‘ ’ , ‘ . 2 . Va. 


212 





el 


























American Association of Public Accountants 


Thomas L. Berry 
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Ernest E. Wooden 
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Wilmer Black 
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Income Tax Department 
Epitep BY JouHNn B. Niven, C.P.A. 


In the July JourNat there was published a treasury department ruling 
on the question of losses arising from the sale of real estate; and this 
month THE JOURNAL contains a further ruling with regard to losses from 
both real and personal property and referring particularly to losses on 
the sale of and shrinkage in the value of bonds, stocks and like securi- 
ties. The ruling is in the form of instructions to collectors for the 
purpose of enabling them to check up the returns both of individuals 
and corporations, and in effect the department rules that such losses are 
not deductible at all unless they are an incident of, connected with, and 
growing out of the business of the individual or corporation sustaining 
the loss and are ascertained, determined and fixed as absolute within 
the taxable year in which the deduction is sought to be made. The rul- 
ing will be found at the end of this article as T. D. 2005, to which 
reference is made for its exact terms. 

The subject of the above rulings is of such practical moment to a 
great number of the larger taxpayers, more particularly on account of 
the recent violent fluctuations in the security market, that, if any flaw 
can be found in the department’s reasoning, we may look for the matter 
to be carried into the courts for decision. To the profession generally 
it is of sufficient importance that a brief indication of some of the 
points involved may be of interest, and as the principle is the same for 
corporations as it is for individuals the following remarks deal only with 
the position of individuals in regard to investments. 

In the first place the terms of the provisions of the law under which 
it would be possible to claim such losses as a deduction from the net 
income of an individual may be recalled. The act provides that in com- 
puting the net income there shall be allowed as deductions: 


" . . fourth, losses actually sustained during the year, incurred 
in trade or arising from fires, storms, or shipwrecks, and not compen- 
sated for by insurance or otherwise ; fifth, debts due to the taxpayer 
actually ascertained to be worthless and charged off within the year; 
sixth, a reasonable allowance for the exhaustion, wear and tear of 
property arising out of its use or employment in the business ; 


Taking these three kinds of deductions in their reverse order, it 
would seem that the provision for the deduction marked sixth is so speci- 
fic in its terms that depreciation in bonds, stocks and like investments is 
debarred. 

The deduction marked fifth is in a somewhat different position. In- 
vestments fall into two classes: bonds, mortgages, notes and other obliga- 
tions in the one class and proprietory holdings in stocks and shares of 
corporations in the other. Investments in the former category might 
be held to come under the fifth deduction, as they are “debts due to the 


214 




















Income Tax Department 


taxpayer”; and, should the principal, or any part thereof, of one of these 
obligations not be paid at maturity and ultimately ascertained, determined 
and fixed to be an absolute loss, then there would seem good ground for 
maintaining that to the extent of that loss the taxpayer had a just claim 
to deduct the same from his net income for income tax purposes. A 
different situation would arise were the obligation sold before its ma- 
turity, for in that case the taxpayer would have sold the debt and he 
would then have no obligation outstanding. The loss so sustained would 
therefore fall into the same class as stocks and shares and other proprie- 
tary holdings and the only place where such a loss could be entered 
would be under the deduction marked fourth. 

The right to enter these losses under this head turns upon the mean- 
ing to be applied to the words “incurred in trade” which are used in the 
provision for the deduction. Does the word “trade” mean business or 
does it merely mean a transaction? The department holds that it means 
the business which engages the time, attention and labor of anyone for 
the purpose of livelihood, profit or improvement. On the other hand it 
might be argued that even an occasional investment in securities by an 
individual is a transaction in trade by him quite as much as if he devoted 
his whole time to such a business. Whether the restricted meaning given 
by the department would be applied by the courts were the department’s 
ruling contested remains to be settled in the future. 

But apart from the exact interpretation of the words used one or 
two points arise for consideration from the general context of the pro- 
vision. 

In the first place it may be pointed out that losses arising from fire, 
storms and shipwreck are allowed as deductions, so that if an individual’s 
investments include improved real estate he would be entitled to deduct 
in his return any losses sustained by fire or storm even though the prop- 
erty affected was not used in business; and similarly if his steam yacht 
were wrecked a deduction for the loss would presumably be open to him. 

Again, the law provides that the net income of an individual shall 
include gains and profits derived “from . . . sales or dealings in 
property, whether real or personal, growing out of the ownership or use 
of or interest in real or personal property” and the general regulations 
provide that gross income “is held to include all income, gains and 
profits arising or accruing from ail sources whatever.” While the de- 
partment has not yet specifically so ruled, there seems no doubt that the 
phraseology just quoted is sufficiently wide to cover all profits made 
through the sale of investments. It may therefore happen that a tax- 
payer will have to disclose all profits so made but nevertheless be de- 
barred under the interpretation of the law by the treasury department 
from entering losses made in the same period. Such a condition would 
be indefensible and the only logical position for the department to take 
would be either to allow both the profit and the loss to be included in 
the return or to exclude both. In any case if it is the opinion of the 
department that all profit on the sale of investments should be included in 
the return, then it would certainly seem proper that before entering such 
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profit there should be deducted any loss which may have been sustained, 
and only the balance disclosed in the return. 

Other possible situations which would create hardship on one tax- 
payer as compared with others will readily occur to the reader and 
enough has been indicated to show that the situation still requires some 
adjustment. 

The other rulings printed are: 

T. D. 2003 which advises collectors that the five per cent penalty is not 
to be demanded until the expiration of 1o days after serving demand and 
notice. 

T. D. 2006 which gives further definition of “foreign corporation” and 
“fiscal agent.” 





(T. D. 2003 June 26, 1914) 
Assessments 


Demand and notice, form 17, to be served on July 1, unless payment of 
assessments is not made on or before June 30, or on the day following 
the termination of the 120-day period in the case of corporations which 
have designated fiscal years, held to apply in case of delinquents where 
their returns are filed prior to the date on which taxes are to be paid 
in the ordinary course. 


LETTER To CoLLECTOR SECOND District NEw YorK 


This office is in receipt of your letter of the 16th instant, relative to 
the collection of the 5 per cent penalty against the Co. for failure 
to pay the income tax and 50 per cent penalty within to days after the 
service of demand and notice on form 17. 

You were advised under date of June 12 that the 5 per cent penalty 
does not attach until 10 days after the service of the demand and notice 
and in no event until 10 days after June 30, and you call attention to 
mim. 991, under date of January 22, 1914, in which collectors are directed 
to issue promptly form 17 in cases of assessments for special excise and 
income taxes where the tax assessed is for overdue or additional taxes or 
where the required return is not filed within the time specified in the 
statute, as in such cases the right to 30 days’ notice (form 627) has been 
forfeited. 


You are advised that this office is of the opinion that the cases referred 
to in the law where the assessments should be made by the commissioner 
of internal revenue and paid immediately upon notification of the amount 
of such assessment relate to delinquent corporations who have failed to 
file returns until after the final day on which taxes should be paid in the 
regular course, viz., June 30. Under this construction, therefore, it will 
be seen that in cases of individuals and corporations whose delinquency 
was disclosed prior to July 1 or prior to the termination of the 120-day 
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period following the day when the return was due to be filed, the de- 
mand and notice on form 17 should not be served until July 1 or on 
the day following the termination of the 120-day period after the return 
was due and the 5 per cent penalty should not be demanded until the 
expiration of the 10-day period following the serving of such demand and 
notice. Where, however, such demand and notice has been served and 
payment of the 5 per cent penalty made before the termination of the 
to-day period following June 30, the corporations by whom such pay- 
ments have been made should be advised of their privilege to file claim 
for refund. 

All rulings or decisions in conflict with the above are hereby overruled. 





(T. D. 2005 July 8, 1914) 


Instructions and rules for determining what amount is to be allowed as 
a deduction for loss in a return of income. Depreciation allowed by 
law does not include shrinkage in value of stocks, bonds, etc. 


For the purpose of checking up returns and ascertaining the amount 
of taxable income of individuals and corporations you are given the 
following instructions and rules for use in determining the amount of 
deductible loss allowable to individuals and corporations under the fourth 
deduction (par. B, p. 5), regulations No. 33, and second deduction, for 
domestic corporations (par. G, p. 14), and second deduction, for foreign 
corporations (par. G, p. 15), regulations No. 33. 

The loss considered here has in it no element of “depreciation,” or 
“allowance for wear and tear,” or “compensation from insurance or other- 
wise.” It is to be such loss as is absolute and complete and which has 
been actually sustained. 

Depreciation as an allowable deduction in ascertaining annual net 
income for the income tax is separately provided for and is not to be 
confused with loss. The depreciation provided to be taken as a deduction 
in a return of income is the value assigned to the deterioration of physical 
improvements or assets, such as are susceptible of having their value 
lessened through wear and tear, use or obsolescence. 


The depreciation referred to in the income-tax law does not relate 
to evidence of a right or interest in property, and hence any shrinkage in 
the value of bonds, stocks, and like securities due to fluctuations in their 
market value is not deductible in a return of income as depreciation or 
loss. 

Losses may be sustained by individuals or corporations on personal or 
real property. Only those losses are deductible which are sustained dur- 
ing the tax year “in trade”—that is, the business which engages the time, 
attention, and labor of anyone for the purpose of livelihood, profit, or im- 
provement. Loss to be deductible must be an absolute loss, not a specu- 
lative or fluctuating valuation of continuing investment, but must be an 
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actual loss, actually sustained and ascertained during the tax year for 
which the deduction is sought to be made; it must be incurred in trade 
and be determined and ascertained upon an actual, a completed, a closed 
transaction. 

Losses sustained by individuals or corporations from the sale of or 
dealings in personal or real property growing out of ownership or use 
of or interest in such property will not be deductible at all unless they 
are an incident of, connected with, and grow out of the business of the 
individual or corporation sustaining the loss, and are ascertained, deter- 
mined, and fixed as absolute in the above sense within the taxable year 
in which the deduction is sought to be made. When loss under this head- 
ing is ascertained to be deductible, the entire amount of the loss will be 
deductible except where the property in connection with which the loss 
occurred was acquired prior to March 1, 1913, in the case of individuals, 
and prior to January I, 1900, in the case of corporations, and then and in 
such event the loss ascertained will be prorated over the whole time 
the property was held, and that part of the whole loss apportioned to the 
taxable period will be taken into account in annual returns of income. 
In prorating, fractional parts of years will not be considered. 

Loss is the difference between selling price and cost where the selling 
price is less than cost. 

Cost of property purchased prior to the incidence of the special excise 
tax (Jan. I, 1909), or the incidence of the income tax (Mar. 1, 1913), will 
be the actual price paid for the property, including the expense incident 
to the procurement of the property in the first instance and its sale 
thereafter, together with carrying charges of interest, insurance, and taxes 
actually paid prior to the incidence of tax (special assessments, if any, 
“actually paid” as “local benefits” in connection with real estate); pro- 
vided that where, up to the incidence of the tax, the expense of carrying 
property has exceeded the income from it, the difference between the 
expense of carrying and the income from the property shall be added to 
the purchase price and the sum thus ascertained shall be the cost of the 
property; and provided further, that in the case of property purchased 
prior to the incidence of the tax and sale thereof subsequent to the 
incidence of the tax there shall be excluded from consideration in ascer- 
taining cost any items of income, expense, interest, and taxes previously 
taken into account in preparing a return of annual net income. 

The cost of property acquired subsequent to the incidence of the tax 
will be the actual price paid for it, together with the expense incident to 
the procurement of the property in the first instance and its sale there- 
after and the cost of improvement or development, if any. 

All existing rulings and regulations in conflict herewith are hereby 
annulled and superseded. 
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(T. D. 2006 July 16, 1914) 


Definition of “foreign corporation” and “fiscal agent” as used in T. D. 
1992, and further explanation of method of handling collection of in- 
come from bonds of such foreign corporations and foreign countries 
having fiscal agents in the United States. 


Doubt having arisen as to the comprehensiveness of the term “foreign 
corporation,” and the duties under the income-tax law of “fiscal agents,” 
as provided in T. D. 1992, you are advised that “foreign corporations” 
as used in said decision was intended to include municipal and private 
corporations holding charters under laws of countries foreign to the 
United States, and “fiscal agents” refers to financial agents in the ordinary 
sense, upon whom the law casts the same duties with reference to with- 
holding and paying the tax as are imposed upon withholding and paying 
agents of domestic corporations by appointment. 

Where a foreign government has a fiscal agent in the United States 
for the purpose of paying the interest on its obligations, such fiscal 
agent will be charged with the duty of withholding and paying the tax 
on such interest payments, except to the extent of exemption claimed. 

Where such foreign countries or corporations have an issue of bonds 
payable wholly within the United States or within or without the United 
States, at the option of the owner of the bonds, and where the coupons 
from such bonds are presented for payment to the fiscal agent in the 
United States of such foreign countries or corporations, or for collection 
to a bank or collecting agency whether licensed or not, with ownership 
certificate attached, then and in all such cases said coupons shall be 
treated as domestic items and the aforesaid fiscal agents will be charged 
with the duties and responsibilities of withholding and paying agents, and 
will make return on form 1012, as provided by income tax regulations. 

Where, however, such coupons are not presented with such owner- 
ship certificates attached, they shall be received only by a licensed bank 
or collecting agency, and when so received shall be considered to be and 
be treated as foreign items, in accordance with the regulations for the 
collection of foreign income. 

This ruling is made in explanation and amendment of T. D. 1992 
and other applicable regulations. 
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Epitep sy Seymour Watton, C. P.A. 
PARTNERSHIP LIQUIDATION 


The following letter explains itself: 


The Editor, Students’ Department, 
The JourNAL oF ACCOUNTANCY. 

Sir: Correspondence having been invited, J] venture to submit to you 
a partnership problem. None of the text books with which I am ac- 
quainted deals with anything of this nature and a number of students, as 
well as several (presumably) qualified accountants, have answered it in- 
correctly, according to my solution, and in fact not once has it been 
worked out in the way I show. I shall be very glad if you will review 
my solution and point out its errors, and, if you are aware of any rulings 
on the subject, please advise me. 

I venture to think the question is one which would interest many 
students, and if dealt with in your JourRNAL, please do not publish my 
name in connection with same. 

Yours faithfully, 
G.W.G. 
PROBLEM 


A. B. & C. are partners, sharing profits and losses in the following 
proportions: viz., A 1/2, B 1/3, C 1/6. They decide to dissolve the 
business. A liquidator is appointed and has paid all the debts and 
liabilities of the firm except the capitals of the partners. The remaining 
assets are being realized at the rate of $1,000.00 per month, and the 
liquidator desires to pay this over to the partners as soon as he receives 
it. In what proportions do the three partners share in this monthly 
distribution of $1,000.00? Their capitals at date of liquidation were: 
A $14,000.00, B $8,000.00, C $7,000.00. (Total $29,000.00) Disregard all 
question of interest and expense, and show how you would distribute 
the first six payments of $1,000.00 each. 


SoLUTION 


CasH Book oF LIQUIDATOR Crepit SIDE 
A. B. bd 

Jan. 1, By C. (whole of Ist payment) ..... $1,000.00 
Feb. 1, 3 a , gee Hee 1,000.00 
Mar. I, ” C 1/2 and A 1/2 of 3d pay- 

OS ES re 7 $ 500.00 500.00 
Apr. I, se C 1/4 and A 3/4 of 4th pay- 

SEE és cinstsnecadanaiese 750.00 250.00 
May I, = > 1/4 and A 3/4 of 5th pay- 

PEEL IEN LORE 750.00 250.00 
June 1, : C 1/6, A 1/2 and B 1/3 of 6th 

RL 500.00 333.34 166.66 





$2,500.00 $333.34 $3,166.66 
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It is apparently not known how much the remaining assets will 
realize, therefore it is impossible to charge each partner with his share 
of the loss or credit him with his share of the profit if any. The dis- 
tribution must be on a cash basis only. 

The total capital is $29,000. A shares 1/2, but his capital is less than 
one-half, and the obvious inference is that he has at some time with- 
drawn more than his share of the profits, thereby decreasing his capital 
by $500.00. Similarly B overdrew $1,666.66, while C obviously left some 
of his surplus profits in the business and so increased his capital by 
$2,333.34. Therefore, in order correctly to distribute the monthly in- 
stallments, the capitals of the partners should be brought into the same 
ratio as their shares. I would give C the whole of the 1st and 2d pay- 
ments and $333.34 of the third payment. This reduces his capital to 
$4,666.66 and it is now in the same proportion to A’s capital as his share 
is to A’s share. The remainder of the 3d payment ($666.66) I distribute 
between A & C in proportion to their capitals. 


A mee 666.66 = 3/4 of 666.66 = 500.00 
Cc oof 666.66 = 1/4 of 666.66 = 166.66 


C therefore receives $500.00 of the 3d payment and A $500.00. 

The 4th and sth payment I treat in the same way, giving A 3/4 of 
1,000.00 and C 1/4. 

After the 5th payment has been distributed the capital accounts are: 


A 14,000.00 less 2,000.00 rec’d. = 12,000.00 
C 7,000.00 “ 3,000.00 “ = 4,000.00 
B_ 8,000.00 (nothing received) = 8,000.00 


The capitals are now in exactly the same ratio as the shares of the 
partners, as shown. 
Total capital at this stage is $24,000.00. 


A’s share is 1/2 therefore his capital should be: 1/2 of 24,000.00 = 


12,000.00 
B’s “ “ 1/3 “ , & ad & 1/2 24,000.00 = 

8,000.00 
C’s “ “ 1/6 “ ss “ “ 1/6 cs 24,000.00 a 

4,000.00 


Any and all subsequent receipts by the liquidator must be distributed 
between the partners in the same proportion as their share in the profits 
and losses, and when receipts cease to come in, the balances of the 
capital accounts will represent (if the balance is a credit) the net loss 
sustained by each partner, or if the balance is a debit, the net gain. The 
6th instalment is therefore: 


A 1/2 of 1,000.00 
B 1/3 “ 1,000.00 
C 1/6 “ 1,000.00 


500.00 


333.34 
166.66 1,000.00 


—_—_—_—_ 
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REMARKS 


The above solution is an excellent example of how the correct re- 
sults may be reached in answering a problem, while the reasoning on 
which the results are obtained may be entirely erroneous and the pro- 
cesses be more complicated than is necessary. 

Taking up the answer as given above, there is no warrant for saying 
that A and B have withdrawn any capital, or that C has increased his 
capital. There is no necessary connection between the amounts of capital 
at the credit of each partner and the rate at which they share profits. 
The profit sharing may be in any proportion fixed by the articles of part- 
nership without any regard whatever to the capital ratio. The inference 
drawn by Mr. G— “Therefore in order correctly to distribute the monthly 
instalments the capitals of the partners should be brought into the same 
ratio as their shares”—is not justified. Taking his expression “their shares” 
to mean their profit and loss sharing ratio as he undoubtedly intends, he is 
wrong in saying that this ratio has anything to do with the liquidating 
dividends. Distribution of assets in a partnership liquidation is always on 
the basis of the capitals at the credit of the partners at the time the dis- 
tribution is made. The charge for losses or expenses of liquidation is 
always on the basis of the agreed profit and loss sharing ratio. There 
is no necessary connection between them. 

However, Mr. G. is right in saying that the capitals should be brought 
to the same basis as the profit and loss sharing ratio, although he is 
wrong in the reason that he gives for his action. The real reason is the 
danger of overpaying a partner whose loss ratio is greater than his 
capital ratio. In this case at the beginning, on the total capital of 
$29,000, A’s loss ratio of one-half is $14,500, B’s of one-third is $0,667, 
and C’s of one-sixth is $4,833. Comparing these amounts with their 
capitals, it is seen that there is an excess of loss ratio over capital, as 
to A of $500 and as to B of $1,667, while C has an excess of capital over 
loss ratio of $2,167. It is therefore slightly dangerous to pay A, still 
more so to pay B, with no risk at all in paying C. Therefore the first 
$1,000 goes to C. The total capital being now reduced to $28,000, A is 
even, B is $1,333 behind and C the same amount ahead of his loss ratio. 
Again C gets the whole of the $1,000.00. 

As A’s loss ratio is three times that of C, our object is to bring 
A’s capital to thrice that of C. This is all the reason needed to justify 
an even division of the next payment between A and C, since it makes 
A’s capital $13,500 and C’s $4,500. To keep this proportion between 
A and C it is necessary to pay A $750 and C $250 of each $1,000 until 
the whole capital is reduced to $24,000, when B is caught up with and the 
ratio of all the capitals becomes the same as the loss sharing ratio. 
After this, the payments are made in the proportions of 1/2, 1/3 and 1/6, 
and as losses are also charged in this proportion, it is impossible to 

If B objects to the distribution of $5,000 to the others before he re- 
overpay any partner. 
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ceives anything at all, the only safe plan for the liquidator to follow 
would be to refuse to pay out anything, until he was certain that there 


would be no losses sufficiently large to exhaust more than B’s remaining 
capital. 

It is extremely important to remember that liquidating dividends are 
henceforth payable in the profit and loss ratio, not because it is the 
profit and loss ratio, but because it is now the capital ratio. The neglect 
to see this point seems to be the cause of the confusion in the mind of 
Mr. G. as it is in the minds of many others. At least, if Mr. G. saw the 
point, he fails to make it clear in his answer. 

His elaborate method of arriving at the division of the third pay- 
ment is totally unnecessary, if it is once realized that the capitals of 
A and C must as soon as possible be brought to the proportion of 3 to 1. 

The solution will be much clearer if it is set up in the following 
tabulated form: 

















Total A B Cc 
RR Cee ern an emer $29,000 . 14,000 8,000 7,000 
Payment, 18t MO. 0... .cccevesseccses 1,000 1,000 
CD iiiccaieesnibesedenunenuins 28,000 14,000 8000 6,000 
re rer eee 1,000 1,000 
GE Aviehekdsdaeabhatwwediene asin 27,000 14,000 8,000 5,000 
Wee, D0 Wain sess cscesgacans 1,000 500 500 
DG  icccripeanctokidtenckadebeekiten 26,000 13,500 8,000 4,500 
UI, IE GIB. nk oca pede sacdoaecexe 1,000 750 250 
CREE bn vidiinndincns sieeweneteseeeaawe 25,000 12,750 8000 4,250 
TU, MI GOB. ok iasessvenrecsiacss 1,000 750 250 
Ie Ee eS 12,000 8,000 4,000 
POO, GH WEE. io iii cahacacccsaes 1,000 500 333 167 





23,000 +~=11,500 ==7,667 = 3,833 
PERCENTAGES 


If there is anything about which more mistakes and misapprehensions 
occur than in regard to averages, which we have already discussed, it is 
found in the subject of percentages. The following is a case in point. 


Philadelphia, Pa., July 6, 1914. 
Editor, Students’ Department, 
The Journal oF ACCOUNTANCY. 


Sir: On referring to the solution to the Carson Clothing Co. prob- 
lem on page 465 of the June number of Tue JourNnat or AccouNTANCY, 
I am inclined to think the editor of the Student’s Department has made 
an error when determining the cost of the goods sold. On referring to 
the problem you will notice the company’s gross profit on sales aver- 
aged 25 per cent. Now, since the business has shown a profit of 25 per 
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cent, to get the cost of the sales, the editor should have divided the 
amount of the sales, i.e., $63,857.68, by 125 per cent which would give 
an amount of $51,086.14 as the cost, instead of $47,893.26 as shown in the 
solution of the Carson Clothing Co. problem. 
Yours respectfully, 
Frep’K C. Apam, LA. 


Possibly, but I hardly think so. The question is rather one of correct 
English than of correct figures. Why it is not fully as easy to use 
clear and unmistakable expressions as to employ those which are not 
instantly understood must be left to the examiners to explain. Un- 
fortunately they are not the only ones who are not as careful with their 
words as they might be. 

In this case, if the problem had said that the gross profit had averaged 
25 per cent of the sales, no one would question the answer as printed in 
the June JourNaL or Accountancy. On the other hand, if the expression 
had been 25 per cent of the cost no one would question the figures 
given by Mr. Adam. If neither sales nor cost had been mentioned, and 
the profit had been stated merely as 25 per cent, there would be room 
for dispute as some claim that profits should be shown as a percentage 
of the sales, while others insist that they should be expressed as a per- 
centage of the cost. Personally, I am in favor of the latter contention, 
because a profit is made on the money invested, not on the money real- 
ized. That is, if I buy a horse for $200, I have invested that much 
money. If I sell the horse for $250, I have made on my investment a 
profit of $50, or 25 per cent. 

In this particular case Mr. Adam claims that the cost should be 
$51,086.14 and the profit therefore $12,771.54. The profit then is 25 per 
cent of the cost and also on the cost. Now, the same amount cannot 
be both the profit on the sales and also on the cost. If Mr. Adam claims 
the $12,771.54 as the profit on the sales, how much will he say that the 
profit would be if figured on the cost? I greatly fear that I shall have 
to stand by my answer without amendment. I must consider that “on 
the sales” is equivalent to “of the sales.” 


It is notorious that newspaper men can seldom attempt to make state- 
ments involving figures without showing how little they know about 
them. In discussing the federal income tax, a prominent Chicago news- 
paper recently said: “With collections for two more months in 1914 than 
in 1913, the collection will be at least one-sixth larger.” 

The expression of percentage in decimals is a source of endless trouble 
to some persons. In a verbal dispute on this subject recently one man 
took the ground that the proper way to state six per cent was 6% or 
decimally .06 without the sign %. The other insisted that proper ex- 
pression was .06%, and would not be convinced that he was wrong. The 
difficulty lay in his not understanding that per cent is a contraction of 
per centum, centum being the Latin word for one hundred. The expres- 
sion 6% means six parts per hundred, the decimal .06 is six one-hun- 
dredths of the unit one. Adding the percentage sign to make it .06% 
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makes it mean six one-hundredths of one in a hundred, or six one-hun- 
dredths of one per cent, instead of six per cent. 

A similar confusion was brought to the attention of this department 
recently in a letter that has been mislaid and therefore cannot be quoted 
in full. The question was as to the proper decimal expression for one- 
half of one cent. One man claimed that it should be .005, while the 
other contended for .05. Neither of them seemed to think of the simple 
expedient of dividing .o1 by 2, which would have clearly proved that 
005 was right, while .05 is manifestly the half of ten cents, not of one. 


PERCENTAGE OF Prorits AS SALARY TO A PARTNER 


There is one question with regard to percentages that cannot possibly 
be answered, unless the premises are clearly stated with a view to the 
avoidance of ambiguity. It occurs when articles of partnership provide 
that one partner is to receive a certain percentage of the net profits as 
salary, without stating whether or not such salary shall be considered part 
of the operating expense of the business. Ordinary salaries are, of 
course, operating expense, but when a salary is allowed to a partner on 
a percentage basis, there is justice in the claim that it is part of the 
disposition of profits, and is not to be deducted from the operating profit 
before the net profit is found. Using the analogy of capital stock, the 
salaried partner may claim that he is the holder of a preferred interest in 
the total net profits and must be given his preferred dividend on that 
total amount before he and the other partners can participate in the 
division of the remaining profits. 

An illustration will exhibit the difference between the two. In a part- 
nership of A, B and C, A is to get 25 per cent of the net profits as a 
salary, the remaining profits to be divided equally. The total profits, 
before A’s salary is taken into consideration, are $60,000. If the salary 
is considered an operating expense, the net operating profits are found 
by dividing $60,000 by 1.25, with $48,000 as a result. A would get $12,000 
as salary, and one-third of the $48,000, or $16,000 as profits, a total of 
$28,000. If on the other hand, the salary is considered as part of the dis- 
position of profits, A would receive $15,000 as salary and one-third of 
the remaining $45,000, or $15,000 as profits, a total of $30,000. The 
answer to the question as to what the salary really is involves a differ- 
ence of $2,000 to A, and of $1,000 each to B and C. In the absence 
of specific instructions in the articles of partnership it is probable that 
a given number of ordinary business men would be about equally divided 
if their opinions were asked. 

As this point would probably never occur to a lawyer, the danger of 
misapprehension involved is a strong argument, among many others, for 
having articles of partnership at least revised by a competent accountant, 
before they are adopted. 


CoMPARATIVE PERCENTAGES ON WRONG Basis 


In using percentages it is very important that the basis on which they 
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are calculated be the same when two percentages are to be compared. 
The difference between 160 per cent and 153 per cent is 7 per cent only in 
case the principal on which the percentages are calculated is the same. 
This is illustrated in the case presented in the following letter: 


The writer has just compiled our balance sheet and profit and loss 
statement for the end of our fiscal year, and there seems to be some dis- 
satisfaction among the salesmen in the way we figure the profit on their 
sales. 

The method the writer has been using has been to take the total sales 
of each salesman in dollars and cents, and as our per cent of gross profit 
on cost is sixty per cent, I have divided by $1.60 to get the cost of the 
goods sold, and as our overhead expense including the salesmen’s salary 
and expenses amounts to fifty-three per cent, I have multiplied the cost 
of the goods by $1.53 which gives the amount the salesmen should sell 
these goods for to break even for this company. Of course this is leav- 
ing a net of seven per cent on the total sales. 

In our line we have commodities which vary in their profit from five 
per cent to six hundred, and of course there are several of our salesmen 
that know the commodity that the big profit is on, and they are selling 
more of this class of goods and neglecting our other lines, which the 
writer claims is not logical, as I figure that it costs as much to sell one 
pound of grease as it does to sell one gallon of oil. 

Wish you would advise me if I am correct in figuring the salesmen’s 
profit to this company in the method I am using, and oblige.— 


The mistake made by the writer of this letter arises from the belief 
that because he divides the sales by 1.60, the result has some reference to 
the sales. It merely establishes the prime cost. As his total cost is 153 
per cent of the prime cost and his selling price is 160 per cent of the same 
prime cost, the margin of 7 per cent is on the prime cost, not on the 
sales at all. 

His method of reaching the cost by dividing the sales by 1.60 is cor- 
rect, and establishes the cost as 62% per cent of the sales. As he multi- 
plies the cost by 1.53, he must mean that his overhead expense is 53 per 
cent of the cost, although he does not say so. Multiplying 6214 per cent 
by 1.53 gives 95-5/8 per cent as the total cost of the goods sold, when 
figured on the sales. This makes the profit only 4-3/8 per cent of the 
sales, instead of 7 per cent. However, his profit is 7 per cent of the prime 
cost of 62% per cent. The mistake of figuring the 7 per cent profit on the 
basis of the sales instead of on that of the prime cost involves an error 
in figuring the profit on the sales of 2-5/8 per cent, which is a large 
proportion of 7 per cent. 

This is the same thing which we have already discussed in treating of 
averages. The statement is made that the profit on the goods has the 
very wide range of from five to six hundred per cent, but it is not stated 
whether this percentage is figured on prime cost, or on cost including 
overhead. It must be on prime cost, however, since the rate of profit on 
95-5/8 per cent of gross cost is less than 5 per cent on the average. The 
average of any set of figures must necessarily be greater than the smallest 
item in the set. If any of the goods are sold at 5 per cent above the 
prime cost and it costs 53 per cent to sell them it would look as if the 
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salesmen who did not wish to push those lines had more business sense 
than the management had. The management have evidently graduated 
from the same school as the old apple-woman, who insisted that she sold 
all her apples below cost and claimed that the only reason she could make 
any profit on them was because she sold so many of them. 

The whole process of figuring these average percentages is absolutely 
unreliable and misleading. If the salesmen are to be paid in proportion 
to the profit realized on the sales they make, it is impossible to arrive at 
the remuneration to allow them by any system of average percentages on 
their sales, unless they can be made to sell the different classes of goods 
always in a uniform proportion. 

The proper method would be to ascertain accurately the cost of each 
class of goods. An account should then be kept with each salesman, in 
which he would be charged with the cost of all the articles he sells in a 
month, and credited with the amount he sold them for. The result would 
be the gross profit on his sales. If to this his direct selling expense and 
his proportion of overhead expense are charged, the result would show 
whether his work had been profitable or not. Of course, this would mean 
that every salesman would push the high-profit goods and neglect the 
low-profit lines, but it is a little difficult to see why the management should 
object to his making high profits for the business. 

It would not be necessary to make these charges in detail. A simple 
system of statistics could record the quantities of each class of articles 
sold, the total of which could be charged each month. The credit would 
be the total amount of his sales, unless it was desired to know the gross 
profits on each class, in which case tabular statistics of the sales would 
have to be prepared also. With such tables of cost and profit to exhibit 
to the salesmen, there would appear to be no room for disputes as to the 
basis of settlement with them. It would certainly constitute a much more 
reliable basis than any system of percentages, however carefully the latter 
might be guessed at. 


The following letter explains itself: 


Editor, The Journal of Accountancy: 

Sir: I am a student of accountancy and am a subscriber to your 
valuable JourNaL oF AccouNTANCY. I wrote you last week about a mat- 
ter that should be of interest to all accountants and especially the students. 
It pertains to the return of goods that were sold during a previous period 
that are returned during the current fiscal period. 

In Mr. H. C. Bentley’s book, Science of Accounts, on pages 124-125 
he states: 

“When goods sold during a previous period are returned during the 
current fiscal period, it is theoretically incorrect to record the return in 
goods returned by customers account, because it results in diminishing 
unjustly the sales of the current fiscal period. The only deduction from 
the gross sales should be the amount of sales made within a current 
fiscal period and returned within the same period. To deduct sales of a 
previous period returned within the current fiscal period is not showi 
the facts. The correct entry for sales made within a previous fiscal 
period and returned within a current fiscal period would be a debit to 
surplus for the profit previously taken, a debit to purchases of the cost 
of the goods returned, and a credit to accounts receivable.” 
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I will admit that to record such items so that they result in diminishing 
unjustly the sales of the current fiscal period has a tendency to pervert 
the results of the current year, and manifestly some provision should be 
made to take care of such items—say reserve out of profits enough to 
offset such items, and then we will not be at a loss as to how to proceed. 
If we have an account “Reserve for contingencies” this account could 
properly take care of such items, but why should we upset the profit of 
a previous period or periods in preference to changing the profit of the 
current fiscal period? 

Surplus account represents the net profit of the entire business taken 
as a unit. The showing of this account is the embodiment of gross profits, 
less all expenses and losses, depreciations and other deductions, whether 
exact or estimated. In many instances, surplus account represents the 
amount of profit remaining after dividends have been declared, and some- 
times there is nothing represented by this account; for instance it has 
all been used or appropriated. To charge surplus in this instance with 
the profit previously taken would be the same as a charge to general 
expense for loss on goods returned by customers, would it not? If, 
as Mr. Bentley states, it is correct to debit surplus for the profit previously 
taken on the returned goods, why is it not good practice to sub-divide 
that profit and carry the correct proportions of the same into sales, 
selling expense, advertising, depreciation and all the other accounts, 
which are affected at the time the original sale was made? (Such a 
disposition of this transaction would be foolish, it seems to me.) 

It is no doubt particularly inappropriate for me to take issue with a 
recognized authority on accounting subjects, and I would not for a 
minute take issue with Mr. Bentley, all I want is information (as I am 
a student) and I took the matter up with one who I think is authority 
on this subject and have quoted some part of this party’s reply to my letter 
to him relative to this matter. 

I suppose such items are rare; however, I wanted to magnify the 
problem by stating that in case such items were numerous, what would 
be the absolutely correct manner to handle them? It came up in what 
little practice I do in this line and I took the matter up with several 
accountants and auditors. 

It was only this week that I was confronted with another like prob- 
lem—however, just the reverse of returned sales—it is returned pur- 
chases in this fiscal period that were purchased in the period prior to 
the current period. 

A concern purchased $850.56 worth of motorcycle tires on six months 
time, and when the time came to pay for them the concern could not 
meet the debt and the creditor agreed to take back the tires that were 
bought “during the last fiscal period” as well as some other tires (which 
were also purchased during the last fiscal period) to make up for what 
few tires he had sold 

Now, to charge accounts payable and credit purchases is not correct 
as it would result in unjustly diminishing the purchases for the current 
period, therefore, I disposed of this by a debit to accounts payable and 
a credit to inventory, as these goods that were returned were taken in 
the inventory at cost price also. Was I correct? 

I know that THe JourNAL oF ACCOUNTANCY is not an information 
bureau for students; however, I think that these two problems which I 
was confronted with this week have some merit and are of value, especially 
to students like myself. 

I note that THe JourNnat will be glad to accept articles from well 
informed persons and especially from practising accountants, and while 
I am just a beginner in practice I style myself a student as I do not 
profess to have any knowledge beyond the average good bookkeeper. 
If you can prepare an article that you think will be of benefit from these 
two subjects—especially to students—it might be well to take this up 
with the editor of the Students — 
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This is a lengthy letter and no doubt has bored you no little. How- 
ever, I think that when little problems of this character come up we 
should seek to have some authority on the subject, then discuss it through 
some paper that reaches the accounting body. 

Yours very truly, 
Smwwney Gay. 


This letter would be too long to quote, if it did not refer to several 
things about which there seems to be very general misapprehension. It 
would seem as if the quotation from Mr. Bentley’s excellent book were 
sufficiently clear to need no further exposition. 

We do not “upset the profit of a previous period” by making adjust- 
ments of the surplus the amount of which is affected by entries made 
in that period. If any of those entries were wrong, the balance of the 
surplus account must necessarily be equally wrong. Correcting the errors 
by charging or crediting surplus account is merely putting the surplus 
account into the condition it would have been in if no errors had been 
made. 

Setting up a reserve for contingencies will not cover the case, unless 
the reserve happens to equal exactly the charges that would otherwise 
have to be made against surplus. To offset the credit to the reserve a 
charge must be made against surplus. Charging the discovered items 
against the reserve is therefore charging them to surplus in advance, in- 
stead of charging them when discovered. There will still have to be an 
adjustment made in the surplus, because when all the items have been 
discovered and adjusted in the reserve account, the balance of that account 
must be credited or debited to surplus, according to whether the estimated 
reserve proves larger or smaller than actual conditions required. 

Setting up a reserve for contingencies also ignores one of the principal 
functions of the surplus. While it is true that a surplus is often accumu- 
lated for the purpose of providing additional working capital for the 
business, the principal reason for its existence in a conservative concern 
is that it shall serve as a reserve against future contingencies. These con- 
tingencies may be sudden and unexpected losses, or merely lack of profits 
due to one or more years of business depression. This view of the sur- 
plus is confirmed by the treatment of reserves for contingencies set up 
by companies liable to heavy unexpected losses outside of their normal 
operations, as is the case with companies using long lines of overhead 
wires, liable to enormous damage from sleet storms. Their reserves for 
contingencies are always considered part of the surplus, set aside to show 
that it is not wise to use that portion of the profits for dividends, on ac- 
count of the liability to accidents involving an unknown amount of ex- 
pense. 

The fact that surplus has all been used or appropriated would not 
change the necessity for charging discovered items to surplus, or rather, 
in this case to deficit. The object is to show the true condition at the 
close of the fiscal period. If the directors have been unwise enough to 
declare all the book surplus in dividends, it is all the more imperative to 
demonstrate the unwisdom of their action by showing them that they did 
not really have sufficient surplus to justify the dividend. I do not see 
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any connection between a charge to deficit and one to general expense or 
to any other specific profit and loss account. 

As to the subdivision of the charge into the various accounts affected, 
this is impossible on the books, but it should be done in making compara- 
tive statements by years, if the amounts involved are large enough to 
make any appreciable difference in the comparisons. While I do not 
quite see how returned sales would affect either advertising or deprecia- 
tion, there are items that would affect the general result shown in surplus, 
such as the omission to set up wages accrued but not due. In making com- 
parative yearly statements this amount must be added to the wages already 
charged to operating expense. In the case of returned sales the sales for 
the year are reduced, offset by a reduction in the amount due from cus- 
tomers, and the cost value of the goods added to the inventory, thus 
automatically reducing the surplus by the unearned profit. It is not 
necessary to make entries in all these accounts on the books if the ad- 
justing entries to surplus are properly explained. 

When the adjusting entries are many in number, it is better not to 
make them directly into surplus, but to open an account called surplus 
adjustment. This will avoid the strange appearance of a changing surplus, 
and will tell the story of the adjustments as they occur. At the final closing 
of the books, this account will be covered into surplus before the operat- 
ing profits of the year are added to it. In a revenue statement, the sur- 
plus will be shown as it appeared on the books at the close of the previous 
year, the adjusting entries will be added to and deducted from it, and the 
net result brought down as the correct surplus at the beginning of the cur- 
rent year. If there are too many items to detail in the surplus statement 
a schedule may be made of them and the net balance may be used by 
referring to the schedule. 

The alternative treatment of the returned purchases is a curious illus- 
tration of the difference between “six of one and half-a-dozen of the 
other.” It arises from the useless and illogical practice of carrying the 
inventory on hand at the beginning of the year as an asset balance clear 
through the year. The inventory is unused purchases and nothing else. 
If any one persists in opening a special account with it at the closing of 
the books, we will let it go as a mild idiosyncrasy, but we must demand 
that he shall charge it back to purchases as soon as the books are re- 
opened. But even if it is allowed to stay on the books for the whole 
year, it must be charged to purchases at the end of the year when the 
books are closed. Reducing the amount of the inventory by the credit of 
the returned goods therefore reduces the amount of the final purchases 
balance. There is then no difference whatever between the two alterna- 
tives; the credit is made to purchases account in either case. There is no 
reason why it should not be, since the goods are at cost, and no element 
of profit is involved. There might be some reason for the distinction be- 
tween the inventory at the beginning of the year and the purchases dur- 
ing the year, if there were any possible object in showing the amount of 
the goods purchased during the year. As has been said before, the only 
thing needed to be known is the amount of purchases used during the 
year, without any regard whatever as to when they were bought. 
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It is astonishing how persons obsessed with an idea will twist facts 
to meet their pet theory, instead of seeing that the facts as they exist are 
incompatible with their theory and make it untenable. A notable example 
of this is seen in the attempt made in the July number of Tue JourNnat or 
Accountancy by Mr. W. H. Lawton to bolster up the sinking fund re- 
serve account, even to the extent of violating one of the most imperative 
of accounting principles, that of providing an adequate reserve against 
a depreciating fixed asset. His final balance sheet, based on the advice 
of a friend who is “the accountant of a certain state commission” is as 
follows: 


rs con eumes een Sameeno Shoe cscs ccccivdsvccvsesa $100,000 
Sinking fund ............ 100,000 Bonds ............++eseeee 100,000 
Depreciation fund ........ 100,000 Depreciation reserve ..... 100,000 
Sinking fund reserve ..... 100,000 

$400,000 $400,000 


Now when the bonds are paid off, the resulting balance sheet is: 


Plant ....c.ccccccscccsecs $200,000 Stock .............eeeeeee $100,000 
Depreciation fund ........ 100,000 Depreciation reserve ..... 100,000 
ED. acccecteasansonnde 100,000 

$300,000 $300,000 


“If the utility now goes out of business, the depreciation fund is used 
to pay off the stock in full, but the surplus is wiped out by the difference 
between the total amount invested in the plant and the actual amount of 
depreciation accrued. 

“What has become of the difference? Manifestly it has been paid back 
to the stockholders, in the form of dividends but actually out of capital. 
This is shown clearly by the fact that if the utility wishes to continue 
business, it must put up that $100,000 shortage in the depreciation fund, 
whether by issuing new stock or borrowing on bonds. My friend insists 
that since the stockholders get back their original stock investment (and 
he might have added the same amount in dividends really paid out of 
capital) nobody suffers. He ignores the fact that the stock at the end 
might be in hands entirely different from those of the original investors, 
and the later owners would undoubtedly have paid more than par for a 
stock showing such handsome dividends.” 

He has made the grave accounting error of setting up oniy half of 
the proper depreciation reserve, because he has been building up an equal 
sinking fund reserve, which he afterward changes by the wave of his 
magic wand into surplus. He does not seem to see that his operating 
expense during the life of the plant has been falsified to the extent of 
$100,000. If the accumulation of a surplus enforced by the financial con- 
ditions is an excuse for cutting the depreciation in half, the accumula- 
tion of a further surplus of $100,000, voluntarily, would be an equally valid 
excuse for cutting off the other half of the depreciation reserve, and for 
setting up no depreciation at all. This would play havoc with his operat- 
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ing statistics, but that of course is a small thing when there is a theory 
to save. 

If we are to be governed by correct accounting principles, and not 
by the vagaries of state commissions, this concern must during the life 
of the plant set up a depreciation reserve which will at the end equal the 
book value of the plant. Waiving the point that there is no working 
capital, since both the stock and the bonds have been used to pay for the 
plant, the last balance sheet as given above should show depreciation re- 
serve as $200,000, with sundry assets of $200,000 besides the plant. It 
would not show a depreciation fund of any amount. If there were any 
fund at all it would be a replacement fund. If the concern wishes to 
build a new plant and continue in business, it merely cancels the deprecia- 
tion reserve against its plant, and uses the accumulated sundry assets or 
the replacement fund to pay for the new plant. If it wishes to liquidate, 
it uses its accumulated assets to pay off its capital stock, giving each of 
its stockholders $200 for each $100 of the par value of his stock, since 
the enforced surplus can now be repaid to the stockholders. 

It is a little difficult to see how the “difference” has been paid back to 
the stockholders in the form of dividends out of capital. If dividends 
are paid out of capital, the capital must necessarily be impaired, but ac- 
cording to Mr. Lawton’s own showing, the so-called depreciation fund 
is on hand with which to pay the capital in full. He does not enlighten us 
as to how he knows that any dividends whatever have been paid. The 
necessity that he is under of borrowing another $100,000 to rebuild the 
plant arises from the utterly unscientific treatment of the depreciation. 
If they have paid $100,000 in dividends that they should not have paid, 
they have been paid out of the appropriated surplus, not out of capital. 
Having exhausted their accumulated surplus, they are back where they 
started from, with $100,000 capital and the necessity for a $200,000 plant, 
and they will have to begin all over again with another issue of bonds. 
With a proper depreciation reserve set up, this will be unnecessary as the 
proceeds of the old issue represented now by the surplus will be on hand. 

If any stock changed hands at more than par when the accounts were 
kept on the plan of Mr. Lawton’s friend, it only means that the purchaser 
was not enough of an accountant to see that the financial statements were 
false to the extent of the inadequate depreciation. If the depreciation 
had been properly set up, the stock would have been worth more than 
par, on account of the gradual growth of the enforced surplus, eventually 
making the stock work 200 per cent. This is on the supposition that 
erroneous dividends of $100,000 had been paid. These dividends would 
have been prevented if the operating profits had been made to stand the 
proper charge for depreciation. If no such dividends had been paid the 
only alternative is that the company did not make profits enough to pro- 
vide both for depreciation and for the necessity of providing money with 
which to establish the sinking fund. Otherwise, if such profits had been 
made and no dividends paid out of them, there would be an additional 
surplus accumulated of a corresponding amount. 


It still looks as if Mr. Ludlam had the best of the argument. 
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Returnable Package in Accounts 


Editor, The Journal of Accountancy: 

Sir: The article by Mr. G. V. W. Lyman on The Treatment of the 
Returnable Package in Accounts, which appeared in your June number, 
was an excellent opening of a topic, which, as he says, merits wide dis- 
cussion and consideration on the part of accountants. Since the re- 
turnable package is very widely used in the cement industry, I would 
like to ask a few questions along lines which may possibly be pertinent 
to the cement business alone, but which I believe will apply to conditions 
prevailing in other industries using returnable packages. 

A very large percentage of the Portland cement used in this country 
is sold in returnable cloth sacks. These sacks cost, when new, slightly 
less than ten cents each, and are charged out with the cement at ten 
cents each, the proviso being made that the sack is sold with the cement, 
and must be paid for when payment is made for the cement. A clause 
in the sales contract provides that if the sacks are returned in good con- 
dition, they will be repurchased at ten cents each. A clause is also 
generally included in the contract of sale, to the effect that the sacks 
must be returned within ninety days, in order to be available for credit. 
The application of some of the principles that Mr. Lyman has laid down 
does not seem to fit very closely to these conditions, so I would like 
to ask a few questions. 

Taking, first of all, the liability to the customer for the return to 
him of the amount charged for his packages—is this a liability that 
needs to be given serious consideration by a going concern? The pack- 
age has been sold and is now the property of the customer, who may 
do with it what he pleases. If a concern were contemplating liquidation, 
and proposed to live up to the repurchase clause in its sales contract, 
this liability would have to be considered, but under normal operating 
conditions, the operation of this repurchase clause simply requires the 
exchange of cash for’ an asset that is required by the company in the 
regular conduct of its business. Mr. .yman cites the case of a concern 
that is forced to the wall by the necessity of redeeming returnable pack- 
ages during a panic. Supposing this concern had had a contract for 
the purchase of 10,000 tons of pig iron to be delivered within a stipulated 
time. Would it have been required to set up a liability for the amount 
involved in the contract, or would it have been warranted, in any way, 
in considering that it had an asset in the iron that it had simply agreed 
to receive and pay for? 

With regard to the third proposition presented by Mr. Lyman, I 
would say that, while the expense of maintaining packages—that is to 
say, the cost of receiving, counting, inspecting and mending them—falls 
on the cement manufacturer, the loss due to wear and tear or destruction 
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of packages, either willful or accidental, is not supposed to be borne by 
him. I believe it is generally expected, in an industry which extends to 
its customers the privilege of receiving its product in returnable 
packages, that the loss due to wear and tear or destruction is to 
be borne by the consumer as a part offset against the marked benefits 
and economies that he enjoys by reason of the return privilege. 

Far more important than the profit on packages which are never re- 
turned, but are destroyed or retained by the consumer, is the element 
of profit on packages which have been put into service, and are still 
in condition for further service, either in the company’s inventory or in 
the hands of customers. It has been maintained that if a cement sack, 
which costs, say nine cents new, is sold for ten cents, the profit of one 
cent has not been earned as long as the sack is subject to the contractual 
obligation to repurchase. In other words, the sack must be destroyed or 
put out of circulation before the profit can be considered as an earned one. 
This theory is a simple one to elucidate or understand, but practical 
application of it is not so easy. The price of new cement sacks fluctuates 
from time to time, and it is impossible to maintain the identity of any 
particular lot of sacks. Therefore, it is a matter of practical necessity 
to carry second-hand sacks in inventory at ten cents, although new sacks 
may be carried at a lower figure. The difference between the cost of 
new sacks and ten cents constitutes an inventory inflation; in fact, it 
represents a profit that has been taken into inventory . Some effective 
but practical solution of the problem of handling this profit in the ac- 
counts would be a boon, not only to cement companies, but to the 
C. P. A.’s who audit their books; but it must deal with outstanding pack- 
ages as well as those in inventory. 

Mr. Lyman proposes the opening of an outstanding returnable pack- 
age account in the general ledger, which account shall be charged monthiy 
with the returned packages credited to customers, and presumably will 
be credited with packages sold, the idea being that the balance in this 
account will show the value of outstanding packages. In effect, also, 
I presume that this account would be the control of the package debits 
and credits on the sales ledger. However, the adjustment of these ac- 
counts for packages which are destroyed while in the hands of customers 
would be an extremely complicated if not an impossible process. 

It is quite easy to determine the percentage of packages sold which 
are never returned, but I maintain that it is absolutely impossible to 
make an accurate estimate of the possible returns from any individual 
customer. The customers, particularly dealers and jobbers, probably do 
not know how many outstanding packages may justly be charged to 
them. The conditions under which customers have to work, their general 
policy and the administration of their business all have vital effects on 
their sack returns. Some customers will not return 50 per cent of the 
sacks that they get, and some will return very close to 100 per cent. 
Therefore any adjustment proposed to show sacks outstanding in the 
hands of individual customers would not be worth the trouble that would 
be involved in working it out. 
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It is said that outstanding packages and presumably second-hand 
packages in inventory can only be considered as an asset at a value not 
to exceed their cash second-hand worth. In the case of cement sacks, 
.what is this cash second-hand worth? The sacks have a contract value 
of ten cents each as between the cement company and its customer, but 
their intrinsic value is practically nil. Twenty dollars a ton would be 
a high price for them as junk, and it is doubtful whether any consider- 
able quantity of them could be sold at this figure. It is proposed to open 
a returnable package account with the inventory of packages on hand in 
the factory, and with the inventory of the actual value of packages in 
the hands of customers. How are you going to get an inventory of the 
actual packages in the hands of customers, and what is their actual value? 
A great deal of cement is sold by the cement companies to retail dealers, 
who in turn, sell the cement and sacks to their customers. Mr. Lyman 
says that the returnable package account is an asset account, whereas a 
considerable part of it is represented by the assets of cash already re- 
ceived for packages and accounts receivable, covering packages invoiced 
and not yet paid for. 

I do not know how successful I have been in making my points clear 
in this letter, and I would dislike to be understood as criticising the excel- 
lent and interesting work that Mr. Lyman has done. In closing his article, 
however, he has been kind enough to ask for a discussion of this interest- 
ing topic, so I am trying to contribute my mite to the discussion, for what 
it may be worth. 

Yours truly, 
Gorpon WILSON, 
Assistant Secretary, 
Universal Portland Cement Company. 





Principal and Income 


Editor, The Journal of Accountancy: 

Sir: With reference to the remarks and solution of Mr. W. F. Weiss 
published in the May number, pages 395-308, I take the liberty of point- 
ing out that the presentation which Mr. Weiss makes of the accounts is 
not in accordance with the best accounting principle, and submit for 
consideration the following: 

If we assume in accordance with Mr. Weiss’ remarks—which I think 
are correct—that the purchase of bank stock belonged to the principal 
of the estate and that the $600.00 which was used was merely a temporary 
loan from the life tenants, any profit or loss made on the speculation would 
accrue to the principal of the estate. The only other point is that the 
life tenants would be entitled to interest on the loan for the time pay- 
ment was withheld from them. I do not propose to deal with this in 
figures, in order not to introduce any new calculations into my solution. 


The trustees were charged with fifty shares of bank stock at $550.00 
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per share. They purchased six shares and sold eight shares so that they 
must have sold two shares out of the fifty shares. Assuming, as Mr. 
Weiss has, that the two shares which they sold for $960.00 were two of 
the original shares, then these would be properly credited to the original 
account representing the asset of bank stock. There was, however, a loss 
on these two shares of $140.00. An entry should be made to cover this 
loss and leave the original account so that it will represent forty-eight 
shares at $550.00 each, and this is shown in the account numbered “1” 
below. In other words, every time that any of the original bank stock 
is sold an adjusting entry should be made covering either the profit or 
loss on the basis of the original appraisal as the court and the legatees 
will require to see what changes have been made in the original estate 
at the valuation passed by the court, and if the adjusting entries are not 
made it would require some lengthy explanations on the part of the 
trustees. 

The speculation should be represented by a new account which I 
have called “new bank stock account” (No. 4) to which I have charged 
the cost of the new bank stock, viz., $600.00. In the same account I have 
credited the sale of six shares at $2,950.00 and closed the account by 
transferring the profit, viz., $2,350.00 to the “estate principal” account 
as it is an increase which accrues to the estate principal. There has 
also been transfered to the “estate principal” account the loss of $140.00 
arising out of the sale of the two shares first mentioned. These trans- 
actions have the effect of increasing the estate principal to $29,710.00. 

The trial balance will now stand as shown, and from it we see 
that the trustees are still responsible (on the basis of the original ap- 
praisal) for $26,400.00 of bank stock, and they have in hand $3,910.00 in 
cash of which $600.00 is owing to the life tenants. 

If the entries are not put through in the way that I have set out 
there is bound to be confusion in the accounts, which some day will 
have to be straightened out, and we fall into the error of decreasing our 
assets by including profits in the same account, if we do not make the 
adjustments. It is very much the same thing as crediting rentals to the 
“property investment” account and thereby reducing the book value 
of the property, although as a matter of fact the property may have 
actually increased in value. The statement that the result may be the 
same owing to the fact that the stock of the bank may have depreciated, 
owing to the issue of new stock, does not affect us from an accounting 
standpoint, as an accountant should adhere strictly to the principles of 
his accounts, knowing that in the end if the principle is followed out 
it will give the correct result and give it ii a manner that is easily fol- 
lowed and will furnish progressive information. There used to be a 
tendency to make involved entries under the guise of short cuts or quick 
method, but I think it is recognized now that the simpler the entry and 
the more easily transactions are traced to the source the better the 
accounting. 

This transaction might have been treated in another way, viz., by 


236 























Correspondence 


crediting the bank stock account (No. 1) with the appraisal value of 
two shares, that is, $1,100.00, and debiting these to the same account as 
the $600.00 (that is No. 4) in which case No. 4 account would have to 
be called “bank stock venture” or some other name to indicate that it 
was not all new bank stock. The total amount of sales of the bank 
stock, viz., $3,910.00, would then have been credited to this account and 
the net profit, viz., $2,210.00 would have been transferred to the “estate 
principal” account. 
Yours faithfully, 
Joun B. Rosertson. 


Toronto, Canada. 


BANK STOCK 




















(1) 
i SES... s niticannnducnnieknesehenineeeeee $27,500.00 
By sale ere er re $960.00 
DY VINEE ciracsaataottae meandaeancasi@ ecient coset eee ann eee 140.00 
NE: nai ndie de dcencaseuswesniedeses sanoneee 26,400.00 
$27,500.00 $27,500.00 
(2) 
INCOME ACCOUNT 
Br cath Cini: GRRE ino icinciac st cccncscnrctesiercsertiaiane $600.00 
(3) 
CasH 
To income account (1oOR) .2.. 6c cccecccccsdcsceens $ 600.00 
By new bank stock purchased ..............--..005- $ 600.00 
To sale of 2 shares bank stock ............sece00: $ 1,000.00 
oe a ™ ane Pata en eee 990.00 
= eee er Ws  Shciiatle hake ieee 1,920.00 
$ 3,910.00 
(4) 
New Bank Stock ACCOUNT 
To cash £6 GD ok ca tissaenssatstisse $ 600.00 
Dir atte O68 6 GREE icncakcscctpasengnscscctcescess $ 2,950.00 
To transfer to principal account (profit) .......... 2,350.00 





$ 2,950.00 $ 2,950.00 
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TrIAL BALANCE 


CTT IE PTT $26,400.00 

NS sc ahaha hid Bins aed Soin wien deanmigratalanm eae waranaaaiaals 3,910.00 

ee a ee ee ee $ 600.00 
» remainderman (or estate principal) .... 29,710. 





$30,310.00 $30,310.00 








(5) 
EstaTE PRINCIPAL 
By inventory (bank stock) .......0...cccccccccccces $27,500.00 
SE crecispatrtackenhanies.sareamidigenanahacts $ 140.00 
SME, as ces cis aen caddie soe keledicaeadenban ee 2,350.00 
WE I ok kek nce eee anickdinweWeadanlacneeacenkes 20,710.00 





$29,850.00 $209,850.00 











Tennessee Society of Certified Public Accountants 


At the annual meeting of the Tennessee Society of Certified Public 
Accountants the following officers were elected for the ensuing year: 
President, George M. Clark, of Nashville; vice-president, Otis R. Ewing, 
of Memphis; treasurer, J. G. Metz, of Memphis; and secretary, W. T. 
Watson, of Memphis. Mr. Clark was elected delegate to the American 
Association meeting. 

The name of the society was changed to include the word “certified” 
and the date of the annual meeting was changed from the second Sat- 
urday of September to the third Saturday of July. 





Minnesota State Board of Accountancy 


The governor of Minnesota has appointed the following members of 
the state board of accountancy for the terms specified: 

R. D. Webb, to January, 1918; 

J. S. Matteson, to January, 1917; 

N. B. Hinckley, to January, 1916. 

The new board at its first meeting elected R. D. Webb chairman and 
J. S. Matteson secretary and treasurer. 

An examination will be held about the middle of November this year. 





Dominion Convention Postponed 


The annual convention of the Dominion Association of Chartered 
Accountants which was to have been held at Halifax, Nova Scotia, dur- 
ing the first week in September has been postponed indefinitely on 
account of the European war. 
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School of Commerce at Tulane University 


It is understood that Tulane University, of New Orleans, has agreed 
to establish a school of commerce and business administration, provided 
the business community of New Orleans will guarantee the university 
against loss in this department for three years. It is expected that the 
requisite guarantee will be forthcoming and that the school will open 
its first session on October I5, 1914. 





Society of Louisiana Certified Public Accountants 


At the annual meeting of the Society of Louisiana Certified Public 
Accountants, held on August 13th, the following officers were elected 
for the ensuing year: President, Henry Daspit; vice-president, P. W. 
Sherwood; secretary, R. C. Lloyd; treasurer, R. D. T. Sherwood; dele- 
gate to American Association convention, G. V. W. Lyman, and R. C. 
Lloyd, alternate. 





W. A. Smith & Company, certified public accountants, announce that 
they have removed their offices to 738-30-40-41 Bank of Commerce and 
Trust Building, Memphis, Tenn. 





It is announced that the accounting practice heretofore conducted by 
E. G. H. Kessler, La Salle Building, and John A. Will, Central National 
Bank Building, will in future be conducted under the firm name of 
Kessler, Will & Company, certified public accountants, 900-901-902 La Salle 
Building, St. Louis, Mo. 





Perley Morse & Company, certified public accountants, announce 
the removal of their offices from 37-39 Wall Street and 43-49 Exchange 
Place to 61 Broadway, New York. 





J. Lee Nicholson, Harold Dudley Greeley and John F. D. Rohrbach 
announce the formation of a partnership under the firm name of J. Lee 
Nicholson & Company, certified public accountants. 
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Wechsler & Mills announce the removal of their offices to 42 Broad- 
way, New York, and the opening of a branch office at Waynesboro, Pa. 





Clifford E. Scoville, C.P.A., announces that Marcus A. Muller, 
C. P.A., has become associated with him, and that the practice will be 
continued under the firm name of C. E. Scoville & Co., with offices in 
the Bank & Loan Building, Watertown, New York. 
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